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LIFO being restudied as new Regulations, 


approving single pools, promise tax saving 


by NICHOLAS T. DeLEOLEOS 


The dollar-value LIFO Regulations, issued this year, adopt a reasonable and 


liberal view 


dollar-value increment, treatment of 


the concept 


new 


on the questions of single versus mutiple pools, methods of computing 


items, etc. Mr. DeLeoleos examines 


of the natural business unit for the single pool, indexes, sampling and 


other previously disputed questions and asuggests that those who had decided in 


the past against electing LIFO should now reconsider the opinion, especially if 


the decision was based largely on the hazards in multiple pools. 


Q”™ CLASS OF taxpayer so far has not 
F been particularly concerned with 
the skirmishes marking the opening of 
the Service’s battle to hold inventories 
valued below cost to a strictly deter- 
mined market. Having, by their elec- 
tion, previously foregone write-downs to 
market, companies on the Last-in, First- 
Out (LIFO) method will avoid disputes 
of the kind facing non-LIFO taxpayers. 

In fact, the future promises generally 
to provide a favorable atmosphere for 
LIFO 


method 


because of the new dollar-value 


Regulations... Taxpayers who 
heretofore have decided not to elect the 
LIFO 


downs to market might be well advised 


method because it bars write- 


to reconsider its election if there is a 
chance that write-downs by FIFO tax- 
payers will be severely limited by the 
Service in its current drive. 

Che difficulties encountered by some 
taxpayers in establishing the right to 
use one-pool LIFO? and in contracting 
a cumbersome, excessive number of 
pools? have been well chronicled and 
need not be elaborated here. The im- 
portant thing is that the new Regula- 
tions do permit singie-pools, and with- 
in limitations, permit changes in the 
number and content of pools. 

The keynote of the new dollar-value 
Regulations is liberality, but, as in the 
case of all formalized rules, care must 
be exercised to meet specified require- 
ments. The Service will undoubtedly in- 


to both letter 
and principle in the Regulations. 


sist on strict adherence 

Before proceeding with the discus- 
sion of the new Regu‘ations, let us take 
a moment to consider basic LIFO con- 


( epts. 


Purpose of LIFO 

The basic theory underlying the LIFO 
method is that certain quantities of the 
product must be continuously main- 
tained if a company is to continue in 
business. In accordance with the LIFO 
method, the basic inventory is reflected 
in the accounts at the price at which 
it was originally acquired. As long as 
goods currently purchased are equal to 
the the 
inventory has no effect on the 


goods currently sold, cost of 
basic 
cost of goods sold. LIFO is a means of 
using current costs as the cost of goods 
currently sold. It thus matches current 
costs against current selling prices. Ad- 
vances in the price level, as a matter 
of principle, are eliminated from the 
profits. This is important because profits 
so originated have not been realized, 
and, in fact, will never be realized as 
long as the basic inventory quantities 
remain on hand. 


1 Treas. Regs. Section 1.472-8, adopted January 19, 
1961, T.D. 6539. 

2 Klein Chocolate Company, 32 TC 437, reversed on 
rehearing, 36 TC No. 131, April 21, 1961. 

8F. S. Harmon Manufacturing Company, 34 TC 
316 (Appeal to USCA 9 dismissed by agreement.) 
4 Regs. Section 1.472-8—Dollar value method of 


Three methods of determining LIFO 
inventory valuations recognized; 
unit basis, dollar-value basis, and retail 


are 


basis. 

Under the unit method, the items in 
the inventory are segregated into cate- 
gories or pools on the basis of com- 
parability of the goods or the processes. 
This is the simplest type of LIFO com- 
putation and has been favored by the 
Service. In the past, upon examination 
of LIFO applications, Service repre- 
sentatives have often requested or re- 
quired that this method be used rather 
than the dollar-value method which may 
have elected on Form 970. The 
unit method, of course, is highly im- 
practical in the case of inventories con- 


been 


taining many thousands of individual 
items. 

The dollar-value method uses dollars 
as the unit of measurement of quanti- 
ties in the inventory. In accordance with 
the dollar-value method, determinations 
such as whether the total inventory has 
increased over the basic inventory, etc. 
are made by measuring increases and 
decreases in the number of dollars repre- 
sented in each category or pool. Thus, 
within any given pool, there may exist 
differences at year-end in the relative 
quantities of specific items within the 
pool without any change in the total 
value of the pool. It is for this reason 
that the Service in the past has usually 
sufficient of 
pools to prevent significant substitu- 
of items within 
classification. 

The retail method is a 
method especially developed for use in 
conjunction with the retail method at 
arriving at cost. The problem of retail- 
ers generally are beyond the scope of 


insisted upon a number 


tions the inventory 


dollar-value 


this discussion. 


Key provisions 


The most outstanding feature of the 
dollar-value Regulations is the permis- 
sion granted to manufacturers and proc- 
essors to utilitze a single pool for all in- 
ventories within a “natural business 
unit.” For the majority of taxpayers, 
the entire business would ordinarily con- 
stitute such a natural business unit. The 
term is explained below. 

The tenor of the provisions is such 


LIFO inventories. 
(a) Election, definitions—base year cost, base 
year, increments, etc. 
(b) Pools for manufacturers and processors. 
(1) Natural business unit pools. 
(2) Definition of natural business unit. 
(3) Multiple pools. 


ll 


~~ 
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that the single pool will apply. unless 
the manufacturer or processor specifically 
elects to use multiple pools. The rules 
provided for setting up multiple pools 
ire stringent and generally are objec- 
tionable because only similar types of 
items may be included in a pool. If 
maximum protection against impair- 
ments of LIFO base is required, the only 
practical method may be to use a single 
pool. 

Wholesalers and retailers are required 
to pool types or classes of goods by 
major lines in accordance with custom- 
ry trade practices. A single pool may 
be used if advance permission is se- 
cured. The Service does not consider the 
typical large department store a “nat- 
ural business unit” but, rather, a com- 
bination of such “units.” 
salient feature of the 


\nother new 


Regulations is what appears to be a 
reasonable amount of flexibility in con- 

ction with the pricing of layers of 
increment. Proposed Regulations issued 
1960 that 


than double 


indicated 
the exten- 
sion method (discussed later) would be 


in December, no 


nethod other 
permitted. As finally adopted, the Regu- 
lations permit the use of an index with- 
out prior permission. The link-chain 
ndex is discouraged but may be used 
under certain conditions. 

The Regulations are quite complete 
nd understandably written but in some 
respects seem voluminous. For his own 
convenience, the author has outlined the 
Regulations in detail. A short condensa- 
tion of this outline, which might be 
elpful in visualizing content, is shown 


n the footnote below.4 


Definitions 


Che 


definitions. Before considering courses 


substance of the new rules lies 
ction for taxpayers in specific cir- 

imstances let us explore the termin- 
wy. 

the 

dollar-value method, in lieu of measur- 


\cain by way of review, under 


inventory changes by number of 


ms within a pool, inventory changes 
ire determined by reference to changes 
n dollar amounts. The ending inven- 
ry of a year is priced at base year 
init prices. The total is compared with 


beginning inventory priced at the 


) Pools for wholesalers, retailers, etc. 
) Determination of appropriateness of pools. 
e) Methods of computation of LIFO value dol- 
alue pool. 
(1) 
(2) Double extension method described and 


Methods authorized. 


illustrated. 


[Nicholas T. DeLeoleos is a CPA and 
-a member of the Tax Department of 
the accounting firm of Arthur Andersen 
& Co., Chicago. He was formerly a Field 
Agent with the IRS in Chicago and also 
was associated with the Regional Rene- 
gotiations Board.| 





same base unit prices. If there is an 
excess, the excess becomes a layer of 
increment which is priced at a current 
value. The current value is determined 
by comparing current year prices with 
base year prices. The ratio of the two 
is applied to the increment. 

If the ending inventory (at base year 
costs) is less than the beginning inven- 
tory, a permanent impairment of the 
layer of increment or the LIFO base 
occurs. 


Natural business unit (single) pool 
Because a decrease in inventory re- 
sults in the permanent impairment of 


the base cost or the value of an incre- 


ment, serious loss of the benefits of 
LIFO can result. When the inventory is 
restored to the normal level, the re- 


storation will ordinarily represent a new 
layer of increment which must be valued 
at prices current at the time of replace- 
ment. The greater the number of pools, 
the greater the possibility of such im- 
The 
eliminates situations, incongruous to the 


pairment. single pool method 


LIFO principle, wherein layers of in- 
crement at current prices are added to 
with certain 


the inventory respect to 


of the pools while there are reductions 


in base in others—subject to replacement 
in the future as new layers at current 
prices. 

The dollar-value Regulations indicate 


that as to any taxpayer engaged in manu- 
facturing or processing, a single pool 
be used for each natural business 
1.472-8(b)(1) 


Important considerations in 


may 
unit (Regulations Section 
(2)). 


determining whether there is more than 


and 


one unit within an enterprise include 
(a) divisions adopted for management 
purposes, (b) separate production facili- 
ties and processes, (c) separate profit and 
loss records, unless the divisions, facili- 
ties, or accounting records are set up 
because of differences in 


merely geo- 


graphical location. The Regulations pro- 


(f) Change to dollar-value method from anoth- 
er LIFO method. 
(1) Consent required if change in pooling. 
(2) Method of converting 
amples. 
Transitional rules. 
(1) Change in method of pooling. 


inventory—ex- 


(g) 


Accounting * 323 


vide further that ordinarily a natural 
business unit consists of the entire pro- 
duction activity within one product line 
or related lines, including procurement, 
processing, and selling. In some cases 
basic processing may constitute a sepa- 
rate unit from final fabrication and dis- 
tribution. The following examples are 
given in the Regulations: 

1. A division produces clothes wash- 
ers, dryers, ranges, etc. Another division 
produces radio and television sets. Each 
has separate facilities. There are two 
units and two pools required. 

2. One 


plastics. Some plastics 


plant produces and _ sells 


go to a second 
plant which makes toys. Separate divi- 
sions constitute two units. 

8. Substantial 


amounts of uncoated 


paper are sold; remainder are trans- 
ferred to finishing mill. There is but 
one unit, because coated and uncoated 
paper are within the same product line. 

Where a manufacturer or processor is 
also engaged in the wholesaling or re- 
tailing of goods purchased from others, 
the wholesaling or retailing operations 


with respect to such purchased goods 


cannot be considered a part of any 
manufacturing or processing unit. In- 
not within the business 


ventory items 


unit in accordance with this rule need 
not be valued on the LIFO method. 

In the case of wholesalers, retailers, 
jobbers, and distributors, items of in- 
ventory are to be placed into pools by 
major lines, classes, or types of goods, 
If the retailer is a department store, each 
department of the store would ordi- 
narily constitute one pool. However, “in 
appropriate cases’ with permission of 
the Commissioner, wholesalers, retailers, 
jobbers, and distributors may pool by 
natural business units (Regulations Sec- 
tion 1.472-8(c)). It is not expected that 


permission will be freely granted. 


Multiple pools 


The Regulations in connection with 
multiple pools reflect the narrow views 
typical of those expressed by the Service 
the 
Regulations (Regulations Section 1.472-8 
(b)(3)). 


there is no protection from liquidation 


prior to promu’gation of these 


If multiple pools are selected, 


of a pool by reason of substitution of 
While the Regula- 


raw materials, etc. 
(2) Manner 
pools illustrated. 
(3) Change in methods of computing value, 
(h) Change in pooling without consent. 
(1) Automatic for first year after April 15, 
1961. 
(2) Statement required. 


of combining or separating 
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tions indicate that detailed rules are not 
feasible, it is clearly stated that raw 
materials of an unlike nature may not 
be within one pool even though such 
part of otherwise 
products. Finished 
goods and goods in process are to be 
major classes or types of 
goods; changes in material content are 
ignored if there is no substantial change 
in (Regulations Section 
1.472-8(b)(3)(i)(c)). Miscellaneous pools 


materials become 


identical finished 


pooled by 


end product 


for comparatively insignificant items 
are permitted. 
A multiple pool election may be 


limited to raw materials only. In such 
an instance the LIFO method of deter- 
mining cost of raw materials must be 
reflected the content of 
goods-in-process and _ finished goods 
(Regulations Section 1.472-8(b)(3)(ii) and 
1.472-1(c)). 


in material 


Pricing of increments— 
double extension method 


In the ordinary case, the Regulations 
contemplate that the double extension 
will be 


method used (Regulations Sec- 


tion 1.472-8(e)(1)). This is the most di- 
rect and simple method and consists 
merely of extending the quantity of 
each item within the inventory pool at 
year end at both base-year unit cost and 
current-year unit cost. The ratio of the 
two totals so obtained is applied to the 
layer of increment (up to this point hav- 
ing been expressed only in terms of 
base-year cost); the resulting amount is 
the final inventory value of the incre- 
the year. As the 
LIFO, the current year 
costs for purposes of this computation 
may be 


ment for in case of 
unit method 


the earliest costs, latest costs, 
or average costs during the year; other 
methods might be approved (Regulations 
Section 1.372-8(e)(2)(ii)). Service repre- 
sentatives have usually required that if 
earliest or latest costs are elected, the 
costs prevailing over a period commen- 
surate with the acquisition or produc- 
tion of quantities equal to the total end- 
be consulted—but 


not less than a three-month period. 


ing inventory must 

I'wo of the problems which common- 
ly arise in the course of computing the 
value of an increment are: (1) There 
are items in the ending inventory which 
were not on hand at the beginning of 
the base year; (2) the number of items 
in the inventory is so great the double- 
extension of each item is unduly burden- 
some. 

Che Regulations (Section 1.472-8(e)(2) 
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(iii)) provide fairly generous rules with 
respect to new items. Essentialiy, the 
taxpayer is permitted to use the cost of 
the item prevailing (or which would 
have prevailed) at the beginning of his 
base year. The liberal tone of some sec- 
tions of the Regulations is reflected by 
the following quotation from the para- 
graph cited above: “.. . If the entering 
item is a product or raw material not 
in existence on the base date, its cost 
may be reconstructed, that is, the tax- 
payer using reasonable means may de- 
termine what the cost of the item would 
have been had it been in existence in 
the base year... .” 

A taxpayer who had adopted LIFO 
upon the occasion of having acquired 
inventories of a going business at a 
substantial discount from cost to~ the 
predecessor could apparently take such 
discount into account for purposes 
reconstructing a base year unit price. 


of 


Use of indexes 

Section 1.472-8(e)(1) provides: “. . . 
Where the use of the double-extension 
method is impractical, because of tech- 
nological changes, the extensive variety 
of items, or extreme fluctuations in the 
variety of the items, in a dollar-value 
pool, the taxpayer may use an index 
method for computing all or part of the 
LIFO value of the pool. An index may 
be computed double-extending a 
representative portion of the inventory 
in a pool or by the use of other sound 
and consistent statistical methods. . 

It should be noted that an index may 
be used not only in connection with 
the pricing of a layer of increment, 
but may be used to determine whether 
there has been an increment or impair- 


by 


ment to base. For example, a taxpayer 
will ordinarily know the value of his in- 
ventory on a conventional First-in, First- 
out (FIFO) basis. By the use of an index, 
indicating the relative price movement 
since adoption of LIFO, the FIFO value 
of the closing inventory can be reduced 
(or increased) to base-year value. This 
base-year value of the ending inventory 
can then be compared with the begin- 
ning inventory, similarly at base-year 
value. 


5 Typically, standard costs have been acceptable if 
within two per cent of actual value; otherwise var- 
iances must be taken into account. 

® Regs. Section 1.472-2(f). 

7 Regs. Section 1.472-8(b) (1). Taxpayers employ- 
ing currently high priced metals and synthetics 
must thoroughly consider the future effect of sig- 
nificant reductions in price such as occurred in 
the case of nylon and similar modern materials. 


The taxpayer is required to satisfy 
the District Director of the appropriate- 
ness of the index method. A statement 
describing the method used must ac- 
company the return which the 
method is used; taxpayers already using 
an index must include the statement 
with their 1961 calendar-year or 1962 
fiscal year return. A copy of the state- 
ment must be filed with the National 
Office. 

A rather strict Service policy with 
respect to index procedures is antici- 
pated. The extent of sampling necessary 
for index purposes is obviously open to 
debate. We know of no official rules but 
in the past it has been suggested that 
the sample should include 50% of the 
items and 75% of the value. A sampl- 
ing this extensive is practically going all 
the way to double-extending. It is be- 
lieved that considerably smaller samples, 
predicated on proven statistical princi- 
pies, should be acceptable. A sampling 
procedure, in the usual case, which 
is suitable for purposes of the taxpayer's 
financial statements should be suitable 
for income tax purposes. Errors result- 
ing from a sampling technique are as 
likely to bear against the taxpayer as 
they are against the Government; it 
would seem that the soundness of index 
methods should ordinarily be presumed. 


in 


Because of the Service’s strongly indi- 
cated preference for complete double- 
extending of items it is believed that 
the road to acceptance of index methods 
employing moderate samplings will not 
be an expressway. 


Link-chain method 


The link-chain method is rather de- 
finitely discouraged for taxable years be- 
ginning after December 31, 1960. Its use 
will be permitted only if the taxpayer 
can prove that the double-extension or 
index methods are unsuitable. A state- 
ment similar to that prescribed in con- 
nection with index method is re- 
quired. 

There are variations in link-chain pro- 
cedures. One fairly common practice 
which has been frowned upon by the 
the of 
price movements by comparison of costs 
(via sampling) prevailing at the _be- 
gining and end of the year for which 
LIFO value is being determined (as op- 
posed to comparing end of year costs 
with base-year costs.) The percentage 
so ascertained is applied to the com- 
parable percentage determined for the 
the 


an 


Service entails measurement 


previous year; 


resulting percent- 
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ige then is used to price an increment 
for the year as well as to compute whe- 
ther an increment or impairment has 
occurred in the year. 

The Service’s objection to link-chain 
methods is based largely on the fact that 
the effect of errors inherent in a sampl- 
ing technique will be perpetuated and 
compounded. 


Taxpayers not now on LIFO method 

Che liberality with respect to use of a 
single pool suggests that a reappraisal is 
in order by taxpayers who have here- 
tofore not elected LIFO because of the 
possibility or expectation of impair- 
ments in increments or base due to ex- 

me fluctuations in relative quantities, 
substitution of materials, etc. under a 
multiple pool application. 

in this connection it should be kept 
that LIFO is actual cost 
method,® and for the year preceding 
the year of adoption of LIFO, any re- 
ductions of closing inventory to market 


mind an 


must be restored to income and the tax 
paid. 

Che details respecting pooling, items 
covered by the election, method of com- 
puting LIFO value, etc. must all be dis- 
closed in the application on Form 970, 
filed 


for the year of adoption. Subject only 


in triplicate with the tax return 


to acceptance by the Commissioner, the 
choices made at the time of election are 
binding for all future years. According- 
ly, considerable care must be exercised. 
It should be borne in mind that the 
single pool principle contemplates that 
l| the items in the entire inventory in- 
vestment of a business unit are to be 
included within such a pool.? ‘Taxpayers 
se Operations are diversified must be 
ious in delineating natural business 

ul pools. In some doubtful cases it 
be preferable to resolve a question 

o whether there is more than one 
natural the 


the smallest number of business unit 


business unit in direction 


ools. The Service can be expected to 
the 
ts on examination of the applica- 


be accommodating in separating 
if such separation is proper, but 
subsequent consolidation of erroneously 
cted business units might be compli- 
ted 
( 


Taxpayers now on other LIFO methods 


faxpayers who are now on LIFO, 
LIFO, 
to change to the dollar-value 


not dollar-value 


tt< d 
10d without consent but only if the 


are per- 


number of pools are employed as 


were used under the LIFO method al- 
ready in use (Regulations Section 1.472- 
8(f)(1)). Apparently such a change can 
be made at any time. If a change in 
pooling is desired also, permission must 
be requested within ninety days fo!low- 
ing the beginning of the year of change. 

The computation for converting from 
a quantity to the dollar-value method is 
explained and illustrated in Regulations 
Section 1.472-8(f)(2). The procedure is 
not complex, merely involving a trans- 
lation of unchanged dollar amounts for 
LIFO base and existing layers of incre- 
ment to the percentages characteristic 
of the dollar-value method. 

The dollar-va‘ue Regulations are the 
first to atempt any meaningful and com- 
prehensive description of principles to 
be observed in establishing pools under 
a multiple pool method. Study of these 
principles might suggest more appro- 
priate groupings under the unit method. 
Requests for changes in pooling under 
Regulations Section 1.446-1 in accord- 
ance with such principles would appear 
to be in order with or without a con- 
current change to the dollar-value 
method. 

If natural business unit single pooling 
is desired, a request for change in pool- 
ing and to the dollar-value method is 
required. As previously indicated, the 
LIFO extended 
cover all the items in the inventory in- 


election must be to 
If there 
is more than one unit, LIFO apparently 
need not be employed with respect to 
each unit. (Regulations Section 1.472-1 
(a)). But under the general authority of 
Regulations Section 1.472-4, the Service 
might LIFO 
there is a business unit 


vestment of the business unit. 


require extension of to 
other items. If 
single pool, and in addition, multiple 
pools (as for example where there are 
wholesaling or retailing as well as manu- 
facturing operations) the Commissioner 
has reserved the right to apportion or 
allocate among the pools as necessary 
“in order to clearly reflect the income 
of the taxpayer,” (Regulations Section 
1.472-8(b)(3)). 


Taxpayers on the dollar-value method 

For the first taxable year ending after 
April 15, 1961, taxpayers already on the 
dollar-value method may change from 
one authorized method of pooling to 
another authorized method without per- 
mission (Regulations Section 1.472-8(h)). 
Subsequent changes in pooling consti- 
tute changes in methods of accounting 
and will require advance permission. If 
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a single pool is desired and under the 
previous dollar-value election all of the 
items in the inventory of the natural 
business unit were not included, a new 
election using Form 970 will be re- 
quired for such additional items. (The 
single pool method contemplates that 
all the inventories are to be included, 
including goods in process and finished 
goods.) The Regulations provide de- 
tailed rules, with examples, illustrating 
the method of combining existing pools, 
separating existing pools into smaller 
pools, and combining pools with differ- 
ent base years. The general philosophy 
of these rules is the preservation of base 
year costs and valuations of layers of 
increments previopsly established (Regu- 
lations Section 1.472-8(g)(1)(2)). Notifica- 
tion requirements for changes without 
consent are listed in Regulations Section 
1.472-8(h)(2). 

In the event that methods of comput- 
ing value are being used other than 
those discussed above, (double exten- 
sion, index, approved link-chain) a 
to acceptable 
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change an method is 
mandatory for the first year beginning 
after December 31, 1960. Recomputa- 
tions for prior years are not required. 
The year of change becomes the base 
year for purposes of applying the double 
extension or other approved method 
(instead of the earliest year for which 
LIFO was adopted) (Regulations Section 
1.472-8(g)(3)). This eliminates the neces- 
sity for ascertaining actual base year 
unit 


for which 


costs records may no 
longer be available; however, differ- 
ences in the relative rate of price 


change among individual items in the 
pool in the interval between the actual 
and new base year could produce un- 
toward results. 


Conclusion 


It is tempting to say that the issu- 
ance of dollar-value Regulations cer- 
tainly took long enough—six years in 
the writing. But on reflection it will 
be recognized that dollar-value LIFO 
in its ultimate form, permitting as it 
does, among other things, the loss of 
identity of individual items, has been 
the 
“taking the inventory” 


conceptual'y contrary to Service’s 
notion of what 
should mean. On balance, if anything, 
the new Regulations reflect a relatively 
willing response to the needs of the 
business community as evidenced by 
only a few court decisions and mainly 
by the experiences of Service representa- 


tives and by the testimony and other 
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assistance rendered by interested at- 
torneys, accountants, and their national 
professional organizations. 

The Regulations are, on the whole, 
good. On the one hand they are amply 
restrictive so as to provide the Service 
with the means for preventing abuses, 


and, on the other hand, they are suff- 


December 1961 


ciently flexible so that Service repre- 
sentatives in the national office and in 
the field have sufficient authority to 
recognize and permit LIFO computa- 
tions in accordance with the special re- 
quirements of taxpayers which vary not 
only from industry to industry, but from 
comany to company. w 


Despite confusion on accounting methods 


rules, cases are being settled in IRS 


by MAX MYERS 


Our special report in October on how the IRS is handling accounting questions 


at the audit level (15 JTAX 194) prompted this article on four situations in 


which a taxpayer's change of accounting method was accepted, wholly or in part, 


by the IRS. Mr. Myers stresses the need for thoughtful analysis before making any 


changes, detailed proof of the pre-change distortion and post-change reasonable- 


ness and, not least, a firm conviction on the part of the negotiator of the correct- 


ness of his client’s position. 


ornare methods for Federal in- 
/ & come tax purposes have been a con- 
tinuing source of concern and conflict 
at the highest Government levels. This 
indecision has transmitted itself through 
the ranks to the lowest Agent, and is 
thus a major problem for the tax prac- 
titioner. 
The 


realized 


skillful 
the 


practitioner has long 


value of choosing the ac- 
counting method most favorable to the 
the 


form 


taxpayer. Indeed, selection of best 


accounting method, the best of 
organization and the best fiscal period 
is the essence of tax planning for a new 
business. 

If there ever were “good old days” 
for this kind of planning, they existed 
prior to the 1954 Code. When Congress 
enacted Sections 452 and 462 and then 
quickly and retroactively repealed them, 
major troubles in this area began; they 
have not yet been adequately diagnosed, 
1954, 
were 


much less cured. Prior to 


field 
aware of accounting method problems. 
The 


doesn’t instruct, so they often seek re- 


many 


Revenue Agents not even 


continuing indecision alerts but 
fuge in the principle: “When in doubt, 
tax; protect the revenue.” Under these 


circumstances, the strongest argument 
that can be offered for establishing a 
particular accounting method may be 
the steady eye of the practitioner as he 
negotiates the consequences of the de- 
cision with the local Agent. 


The Commissioner has long and re- 


cently, more strongly, been on the side 
of guarding his right to recompute in- 
come at the drop of a dollar sign. On 
the other hand, Congress, when writing 
the 1954 Code, showed its heart was in 
the right place, but its later actions raise 
a question on the condition of its verte- 
brae. The courts meanwhile have moved 
back and forth between the two oppos- 
ing groups, their bipartisanship culmi- 
nating the AAA the 
Supreme Court disallowed that club’s 


in case. There 
the 
“method used (was) in accord with gen- 


accounting method even though 
erally accepted commercial accounting 
In the 


to Congress: “If you won't decide, then 


principles.” essence, court said 


we won't either.”’ In that decision, the 
court relied heavily on Congress’ in- 
decision. Congress apparently wants to 
endorse calculation of taxable income on 
generally accepted accountitng princi- 
ples but won’t face up to the practical 
revenue effects predicted by the Treas- 
ury. 


Importance of negotiation 


Congress had the last word on the 
AAA case when it subsequently passed 
Section 456 authorizing that kind of 
accounting, but the Code language is 
specific; it applies only to membership 
organizations like AAA and committee 
reports covering the legislation deliber- 
ately defer decision on the general prin- 


ciple of taxing income computed on gen- 
erally accepted accounting principles or 


on consistently applied methods of ac- 
counting. 

But these conflicts alerting, but not 
instructing the Agents are not all bad 
for the taxpayer. Negotiating ability be- 
comes important because under con- 
fused circumstances, Agents will some- 
times use wide discretion. 

In a case negotiated a year or so ago 
a good administrative solution was ob- 
tained because the Agent was not rigid- 
ly bound. The taxpayer was a_build- 
ing contractor who had used a straight 
accrual method of accounting conform- 
ing essentially to the percentage-of-com- 
pletion basis. As his business grew, his 
jobs became larger and he was able to 
secure pay- 
ments in- 
variably exceeded his accumulated costs 


more substantial partial 


from his customers. These 
at time of receipt, occasional-y by quite 
large sums. These were distorting his in- 
come and more. of his 
fiscal the contractor would fre- 
quently pay taxes on all of the profit he 
expected to make on a job before it was 
half completed. We became convinced, 
after careful 


more Because 


year, 


research, that we had a 
reasonable case for changing the tax- 
payer’s method of reporting income to 
the long-term or completed-contract 
method of reporting. Our primary posi- 
tion was that the existing method did 
not clearly reflect income. 

Though the problem became more 
real the acute 


when in one year the client received 


over years, it became 
payment of substantial advance billings 
under a contract only partially com- 
pleted. This materially distorted his in- 
come for the particular year and would 
have involved the payment of twice the 
income tax which he would have paid 
under the long-term contract method. 
We wrote a lengthy opinion justifying 
our accounting solution to his tax prob- 
lem, changed his method, noted this on 
the tax return and then made applica- 
tion to the Commissioner for permission 
to change for the subsequent year. The 
Commissioner rejected the application 
for change and approximately a year 
later, an Agent began examination of 
the year in which the change was made 
without permission. We were able to 
demonstrate to the Agent that the tax- 
payer’s previous method of accounting 
did not “clearly reflect income” and 
that the new method would. This was 
not easy but it worked. 

The Agent recommended that the re- 
turn be accepted as filed, thereby pro- 
viding a basis for change for future 
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rds were kept in support of it. 


ars, and the Agent’s report was ac- 
cepted. In the recent similar Wright 
ontracting case, (36 TC No. 65), this 
in argument used by us apparciitly 


yas not presented except by indirection. 
| wonder what would have happened in 
yur case had it gone to the Tax Court; 
ortunately, we will never know. 


Recognizing interest 

\nother typical case (in principle, 
not amount) involved a small loan com- 
pany for which we had never prepared 
income tax returns. The company con- 
sulted us when a Field Agent had nearly 
ompleted examination of its return. 

It had used a hybrid completed-con- 
tract method of reporting interest in- 
come (including discount) for several 

irs. For example, if a customer bor- 
rowed $90 and gave a note for $110, the 
client recognized no income until the 
entire $110 had been repaid by the cus- 
tomer. In the year of final payment, the 

0 earnings would be reported. Ex- 
penses were deducted currently as in- 
curred. 

Che method was obviously and gross- 

incorrect but had been consistently 


used over a period of over fifteen years. 


n reconciling the detail records to the 
turn, the Agent became exasperated, 


to the 


| resorted method 
the 


client’s 


net worth 


£ computing income, ignoring 
J 5 5 


records. This was the 


break. 


When the Agent completed his ex- 


nt’s 


{ first 


amination, we interposed the objection 
t the books and records of the client 


were completely adequate to check the 


urn, and for this reason, the use of 
| the net worth method of computing in- 
yme was neither appropriate nor allow- 

le and refused to sign his Form 870. 
Upon receipt of the 30 day letter, a 
formal protest was filed, and the matter 


is taken to conference at the appellate 


vel 


During the 
riod under review, the client had in- 


the last three years of 
ed a general ledger and began com- 
puting his income for accounting pur- 
oses on the straight accrual basis. How- 
related to 
detailed 


these records were not 


tax return, rather other 


Net worth resisted 


We disputed the net worth calcula- 
tion on two bases: (1) That such meth- 
od is not permitted and would not be 
permitted by the the 
client’s books and records were adequate 


courts where 





and had been ignored by the Agent and 
(2) the Agent’s computations were 


in- 
correct in that they were obviously an 
attempt to place the taxpayer on the 


accrual method yet did not conform to 
the accrual method record results as 
kept by the taxpayer during these later 
years. 

Under the Agent’s determination, the 
taxpayer had a net worth at the end 
of the period of approximately 100 X 
dollars including approximately 40 X 
dollars in income asserted as deficiencies 
for the three years by the Agent. Under 
the accrual method, the taxpayer had a 
net worth of approximately 250 X dol- 
lars including deficiencies for the three 
years of approximately 12 X dollars. 
The the 
hybrid method used on the returns were 
not substantially apart with respect to 
taxable income for the three years. The 


accrual method records and 


major difference obviousy existed in the 
several prior years which had never been 
audited by the Treasury. 

During appellate conferences, we 
argued that the Government was forcing 
a change in method of accounting on 
the taxpayers and that if deficiencies 
were asserted on the basis pursued by 
the 


Government, it must necessarily 
suffer from its inconsistent position and 
the pre-1954 income difference must 


escape taxation. 
Because of the substantial long-term 


adverse tax effects, were of the 


that 


we 


opinion the Government would 
drop its case. But the Government con- 
ferees contended that they had a right 
to continue. So, quickly we allowed 
them to force us to an agreement and, 
thereby, let them fall in the position 
of being the instigators of the change 
in method of accounting. A deficiency 


of approximately 12 X dollars was 
agreed to and the Government accepted 
the client’s net worth at his book basis. 
This provided a spread of approximate- 
ly 138 X dollars lost in the pre-1954 
limbo except for the relatively small 
amounts previously reported. We had 
no knowledge of these prior years, and 
since this was not in the scope of our 
engagement, we refrained from finding 
out. 


Illegal business 


This attempt by the Government to 
ignore books and records is not unique. 
A similar one, currently in the negotiat- 
ing stage, involves a taxpayer who had 
been in business about 20 years. Dur- 
ing all this time, accurate and complete 
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records had been maintained. Approxi- 
mately five years ago he began engag- 
ing in activities illegal under state law. 
He was violating no Federal laws. He 
continued keeping complete and ade- 
quate books and records to support the 
information shown his income 


on tax 


return. These records were 
supplemented by daily, intact, deposit 
of receipts, although these were not sup- 
ported in detail through either a cash 
receipts register or a cash register. Most 
of the In- 
formation in support of disbursements 


was kept in the taxpayer’s file. 


books and 


transactions were in cash. 


The Agent’s examination disclosed no 
difference in the 
either in 


purchase of mer- 


chandise dollar amount or 
quantity, but he contended that the 
gross profit involved in the sale of mer- 
chandise was greater than that reported 
the tax 


on He resorted to the 


percentage markup in computing the 


return. 


taxpayer's gross income. He also made a 
net worth examination, but the results 
were so unsatisfactory that he did not 
include this in the report. 

We that net 
computation more nearly supported the 


could show the worth 
taxpayer's return than the Agent’s calcu- 
lations. 

The entire handling of the case made 
it obvious that the deficiency was assert- 
ed largely because the taxpayer was en- 
gaged in (state) illegal activities and not 
actually on the merits of the case itself. 
The taxpayer kept his books and records 
on the accrual basis, had no provable in- 
crease in net worth over income report- 
ed and lived rather meagerly by all out- 
ward appearances. 


A farm division 


Sometimes a change in business brings 
accounting method problems. A corpo- 
ration in the farm product manufactur- 
ing and became 
dissatisfied with its farming customers’ 


merchandising field 


use of its products, and its own failure to 
expand. It believed it could do a better 
job than its customers and decided to 
go into the farming business in competi- 
tion with them. In doing so, it employed 
a large number of its farmer customers 
to operate its farms. This effort was or- 
ganized as a new business but still with- 
in the one corporation. The client had 
never been in the farming business be- 
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fore except on a greatly restricted ex- 
perimental basis several years ago. 

The business clearly qualified as a 
farmer for Federal income tax purposes 
and as such, the company decided to 
adopt the cash receipts and disburse- 
ments method for this particular divi- 
sion. The division’s books and records 
were established on this basis. The farm- 
ing books and records were kept sepa- 
rate or severable from the other records. 
Iwo other divisions of the company in 
the manufacturing and merchandising 
pursuits were on the accrual basis and 
reported on that method. The new farm- 
ing business was the major customer of 
the old manufacturing and merchandis- 
ing divisions. Products were transferred 
at cost. All three businesses, of course, 
reported on the one corporate return; 
the two old divisions reporting on the 
accrual basis, the new on the cash basis. 

[he first year of operation of the 
farm division on the cash basis resulted 
in an operating loss sufficient to absorb 
profits of the others and a net operating 
loss carryback to recover some very sub- 
stantial tax paid in previous years. 

Upon audit, the Revenue Agent de- 
termined that there had been actually no 
change in the business of the client and 
that the of all 
cluding feed and similar items sold to 


value merchandise, in- 
the farming business should be included 
in the corporation’s income as sales at 
their full retail price. This meant in- 
ventories of the new division were, in 
effect, priced at top retail values. ‘The 
Agent’s adjustments completely elimi- 
nated the operating loss and the operat- 
ing loss carryback. A deficiency for the 
current year was asserted. The claim ac- 
companying the application for tentative 
carryback adjustment was disallowed. 
The 


long negotiations and after requiring 


conference coordinator, afte 
substantial factual proof and citations, 
determined that there had been indeed 
a new business established, that the busi- 
ness qualified as a farm and that as such, 
the farming division would ordinarily 
have been entitled to elect to use the 
cash method of accounting were it not 
for the fact that no separate and sever- 
able books and records were maintain- 
ed. The coordinator’s assertion was that 
no actual transfer of cash was made 
between the divisions, and it was neces- 
sary to have separate bank accounts for 
the books to be separate or severable. 
He changed the Agent’s handling of 
sales, but required the use of inventories 


in the new division. In effect, he recog- 
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nized the-new business but required 
calculation of income on the accrual 
basis. 

We are currently resisting this deter- 
mination on the basis that a transfer of 
cash is not necessary because complete 
and detailed books and records were 
maintained of all transactions between 
divisions; that the new division’s true 
cash basis income could be computed 
from them; and the maintenance of two 
separate bank accounts would be not 


A 


only superfluous but ridiculous. % 


Significant reductions in 
estimated lives expected 
in new Bulletin F 


WHILE THE recent reduction of about 
40% in estimated lives to be used in 
depreciating textile machinery may be 
a particularly large cut, Secretary Dillon 
has said that significant reductions will 
be made for many industries. The revi- 
sion of Bulletin F, in process now for 


over a year, is expected to be completed 
this winter. 

In speaking to the American Bankers 
Association recently, Secretary Dillon 
emphasized the importance of plant 
modernization in stimulating the econ- 
omy and said that the administration 
would seek to achieve this result by 
two tax incentives: a modernization of 
allowable depreciable lives of productive 
equipment and (2) an investment credit. 
He cited the White House announce- 
ment of the changes in lives of textile 
machinery as a specimen of what can 
be expected from the depreciation re- 
view. 

Observers of the Washington legisla- 
tive scene have suggested that the special 
priority given to the textile machinery 
study (and the attention called to the 
result by the White House announce- 
ment) were due to a hope that this ac- 
tion would blunt the opposition of the 
textile industry to the reciprocal trade 
program. % 





New accountin, ‘ decisions this month 


Public relations fees kicked back to ad 
manager not income. Taxpayer oper- 
ated his own public relations firm. In 
order to retain a substantial account, he 
was required by the client’s advertising 
manager to pay his invoices and “kick- 
back” the excess to the manager. The 
court holds taxpayer need not include 
the “kickbacks” in income even though 
they passed through his hands. Pew, Jr., 
TCM 1961-264. 


Liquidated corporation does not have 
income upon distribution of land with 
unharvested crops. Taxpayer corpora- 
tion had an unharvested cotton crop on 
its land and other land prepared for a 
barley stockholders 


crop. ‘Taxpayer's 


then sold their stock to an unrelated 
corporation which liquidated it. The 
Commissioner contended that (1) tax- 
payer’s income should be increased by 
$1,800,000, the value of the growing 
crops at the time of taxpayer’s liquida- 
tion, (2) in the alternative, expenses of 
$850,000 connection 
the growing of the crops and land 
preparation should be disallowed. The 
Commissioner 


incurred in with 


argued that taxpayer's 
method of accounting did not properly 
reflect income and therefore that under 
Section 446(b) he could increase the tax- 
payer’s income; taxpayer contended that 


Section 336 specifically prohibits the 


recognition of any gain upon a com- 
plete liquidation of a corporation. The 
holds that taxpayer is not re- 
quired to include the fair market value 
of the crops in its income; taxpayer’s ac- 
tions do not constitute an assignment 
of income as exemplified by the Horst 
(311 U.S. 112) line of cases. The court 
specifically relies on SoRelle (22 TC 
459) which did not impute income to a 
father who gave to his children land 
with an unharvested crop. The Commis- 
sioner’s alternative argument that tax- 
payer’s expenses be disallowed is also 
rejected. The court finds that Section 
482 which allows the Commissioner to 


court 


allocate deductions between related tax- 
payers does not authorize the Commis- 
sioner to completely disallow an ex- 
pense; this would result if the taxpayer 
allowed the deduction since 
the deduction cannot be allocated to the 


were not 


purchasing corporation. South Lake 
Farms, Inc., 36 TC No. 106. 


Settlement of anti-trust action is entire- 
ly ordinary income; no allocation to re- 
turn of capital shown. Taxpayer made 
and sold protective clothing and equip- 
ment. It instituted an anti-trust action 
against several large companies claiming 
a conspiracy to eliminate taxpayer from 
the goggle industry. Taxpayer obtained 
a judgment but a motion for a new trial 


| 
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was granted. Taxpayer then settled its 
action. The general release provided 
that of the total amount, a specified 


, i figure was allocable to taxpayer's legal 


juip- 
tion 
ning 
from 
ined 


trial 





fees, but no other allocations were made. 
faxpayer’s return listed one-third of 
the total as ordinary income and _ two- 
thirds as nontaxable income in the na- 
of punitive damages. The Tax 
Court holds the entire amount is ordi- 
nary income. The Supreme Court deci- 
sion in Glenshaw Glass Co. (decided 

er taxpayer filed its return) controls. 
fo the extent the recovery represents 


ture 


damages for lost profits it is ordinary 
income; to the extent it represents a re- 
placement of capital lost or destroyed it 
is nontaxable. Taxpayer has not met 
its burden in allocating part of the 
iward as return of capital so the Com- 
missioner’s presumptively correct deter- 
mination must stand. Sager Glove Corp., 
36 TC No. 119. 


Property received had no ascertainable 
fair market value; gain or loss on ex- 
change postponed. Taxpayer's predeces- 
sor held as an asset a loan having an 
idjusted basis of $305,255. It exchanged 
the indebtedness in 1940 for an interest 

a liquidating trust. The issue was 
whether there was an ascertainable fair 
market value in 1940 for the interest in 
If Commis- 
sioner contended, the value was $68,000, 
taxpayer suffered a loss in 1940 and the 

the 


trust received. as the 


would have 
been its fair market value at that time. 


basis of trust interest 
If, on the other hand, as taxpayer con- 
the 1940 


clusive because of the absence of an as- 


nds, transaction was incon- 


certainable fair market value of what it 
then the would 
yssume the basis of the debt for which 


received, trust interest 

as exchanged, and only when the 
exchanged property was finally liqui- 
1953 would 


titled to the loss. The court finds there 


dated in taxpayer be en- 


s a complete absence of an ascertain- 
1940 
accordingly, final computation of 


fair market value in and 


( onsequenc es was properly posi- 
poned until 1953, when the total distri- 
utions were received from the liqui- 
Bank, 


trust. Union Commerce 


1961-260. 


lating 


'CM 


Loss deduction for worthless minerals 
allowed. Taxpayer acquired by purchase 
in 1948 the 
was under the mineral lease 


ertain minerals when 
property 
wo an 


oil company. The lease expired 
n 1953 and taxpayer received no further 





rental payments. There had been no de- 
velopment of the minerals. A dry hole 
had been drilled on adjacent property 
in 1951. Taxpayer claimed, and this 
court upholds, a deduction for worth- 
iessness of the minerals in the year 1953. 
The minerals became worthless in the 
year when the value was lost, as de- 
termined by an identifiable event such 
as failure of the lessee to continue a 
mineral lease. Gottlieb, DC La., 8/25/61. 


Husband denied a deduction for wife’s 
removal and loss of partnership cash. 
Taxpayer and his wife were equal part- 
ners in a garment company. In 1951 the 
wife withdrew $30,000 from a partner- 
ship bank account without her husband’s 
knowledge. She lost the money in a 
subway station in 1952. That same year 
taxpayer and his wife were divorced. 
The wife agreed to a full property settle- 
ment which provided that if the lost 
funds were located, taxpayer would get 
his share of $12,000. Taxpayer sought 
to deduct $12,000 as a business loss in 
1952. The court holds the money lost 
was a loss to the wife and not to the 
husband, loss that the hus- 
band might have suffered evidently had 
been adjusted in their property settle- 
ment agreement. As to taxpayer's al- 
ternative argument that he suffered a 
theft loss the court notes such loss would 
have been deductible only in 1951 when 
the funds were removed by the wife. 


since any 


Furthermore the court points out that 
it was not proven that the money lost 
was a business asset since the loss ap- 
peared to be a loss of funds previously 
withdrawn the 
than a loss of funds used 
ness. Rizzo, TCM 1961-265. 


from business rather 


in the busi- 


Installment method election need not be 
made in year of sale if nothing is paid 
then. Taxpayer sold stock in 1952, re- 
ceiving only promissory notes which 
were paid in 1953 and 1954. Taxpayer 
did not, 1953, the the 
receipt of the first payment, make any 
election to report his gains on the in- 
stallment method. The 
contended that the election must be in 
the year of sale, 


until year of 


Commissioner 


1952, regardless of 
whether any payments were received in 
that year. If there were no valid elec- 
tion, the proceeds of the sale should 
have been reported in the 1952 return, 
the 5 year statute of limitations would 
apply since taxpayer would have omitted 
more than 25% of the amount of gross 
income stated in its 1952 return, and 
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1952 would still be open. If the three 
year statute of limitations were appli- 
cable 1952 would be barred. The court 
holds 1952 barred finding that since 
taxpayer received no money or property 
in 1952 he did not have to elect in that 
year; there is no requirement that the 
election be made in the return for the 


year in which the sale occurs when 
there are no payments. Farber, 36 TC 
No. 116. 


Embezzlement loss ruled deductible in 
year discovered. Taxpayer was the prin- 
cipal partner of an insurance agency 
whose general manager engaged in a 
systematic course of embezzlement of 
funds from the agency from 1951] 
through March, 1954. The embezzlement 
was discovered in 1954 when the em- 
bezzler was grossly insolvent. The Com- 
missioner disallowed the embezzlement 
loss, but this court upholds the taxpayer. 
At the time of the discovery of the em- 
bezzlement, there was no reasonable 
prospect of recovery of the embezzled 
funds, and there has been no recovery 
of those funds since the discovery of the 
embezzlement. Thus, pursuant to the 
theft losses provisions, taxpayer is en- 
titled to deduct the loss in question in 
1954, the year of discovery. Terrill, DC 
5/61. 





CAPITAL GAINS 


Interest payments ruled ordinary in- 
come. In 1949. taxpayer received three 
interest payments of $2,500 each on a 
note. At the time of receipt of these 
payments, taxpayer was negotiating with 
the maker for the sale of the note. The 
note was in fact sold that year, and 
taxpayer received an additional $190,- 
000 therefore. Taxpayer argued that the 
selling price was $197,500, alleging that 
the three interest payments were ac- 
tually part of the purchase price and 
must be treated as principal in accord- 
ance with an agreement between seller 
and purchaser. The Government pointed 
that no evidence of the 
alleged agreement was introduced and 


that a letter, which supposedly em- 


out, however, 


bodied the agreement, was never fur- 
nished. This court upholds the Tax 
Court, which found that the note was 
sold for $190,000 and that the three 
earlier payments constituted interest 
payments taxable as ordinary income. 
This court notes that the issue hinges 
on the Tax Court’s evaluation of tax- 
payer’s credibility and that the Tax 
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Court’s finding is not clearly erroneous. 
Teitelbaum, CA-7, 8/24/61. 


Subdivider-builder permitted capital 
gain on sale of certain properties and 
residence. Taxpayer, although a_ sub- 
divider and builder, is permitted capital 
gain treatment on the sale of an apart- 
ment house, a 28 acre tract, and a lot. 
None of these properties was held pri- 
marily for sale in his business. Upon 
sale of his old residence taxpayer built 
a new residence and treated the. excess 
of the of 
price of the old as long term capital 


cost the new over net sale 


gain pursuant to the relief provisions of 
Code 1034. 
again argued that at the time taxpayer 


Section The Commissioner 
sold his old residence, he was holding 
it primarily for sale to customers in his 
business and that the sale should result 
The 


taxpayers had only four residences in the 


in ordinary income. court found 
last 14 years and accordingly they were 


not held primarily for sale. Further- 
more; taxpayer’s use of a portion of the 
basement in his new home for storage 
of business tools and supplies did not 
require an allocation of the cost thereof 


to business usage so as to preclude any 


of the benefits of Section 1034. Grace, 
TCM 1961-252. 
Real estate held as investment. Tax- 


payer acquired 49 land contracts, and 
upon default of some contracts took over 
the forfeited properties. They also made 
several other sales of real estate which 
they had acquired, but in no case did 
they solicit these sales. The court finds 
al facts that the 
was held for investment and not for sale 


from the real estate 


in the ordinary course of business. Tax- 
payers realized capital gain. Lloyd, DC 


Wash., 6/12/61. 


Capital gain on sale of management 
contract. Taxpayers were members of a 
partnership which managed mutual in- 
surance companies under a contract. 
The contract provided that 40% of all 
premiums would go into a fund out of 
which taxpayers were to pay all general 
expenses. The balance of the fund was 
the management fee. The partnership 
was also a general agent for the insur- 
ance company and received renewal 
commissions. For a fixed cash price, the 
partnership assigned this management 
contract to an outsider. The court holds 
that the management contract was a 
capital asset and the sales proceeds were 
capita] [Rev. Rul. 58-394, 


gain. ap- 
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parently describing this transaction, held 
that the proceeds of the assignment 
represented an assignment of ordinary 
income and were not capital gain.—Ed.]| 
Eidson, DC Tex., 9/11/61. 


Ordinary income on sale of an idea. 
Taxpayer in 
amusement device business and was re- 
quired to keep abreast of new types 
of game machines which would be profit- 


was the coin-operated 


able. He had conceived ideas for a 
number of different machines some of 
which he had sold to manufacturers, 


and some of which had been “stolen” 
from He submitted an 
an amusement device known as a twin 
bowler manufacturer who, 
working out the mechanical and electri- 
cal details, purchased the idea from 
the for $55,000. The court 
holds this amount is ordinary income 
from the sale of an asset held primarily 
for sale to customers in the course of 


him. idea for 


to a after 


taxpayer 


business and was not a Capital asset. 
Furthermore, even assuming the prop- 
erty interest could be treated as a capi- 
tal asset, the court notes there was no 
showing that taxpayer had held such 
property interest in excess of six months 
from the date the idea was actually re- 
duced to practice. Simon, TCM 1961- 


251. 


Sale with reserved royalty gives capital 
gain. Taxpayer conveyed mineral rights 
for cash and a 10% reserved 
The transferee was not obligated to de- 
velop the property. The court finds the 


roya ty. 


transaction was not a lease. It was a 
sale of taxpayers interest, resulting in 


capital gain. White, DC Colo., 8/10/61. 


Real estate interest ruled to be capital 
asset and not property used in trade 
or business. The taxpayer was the estate 
of a deceased bank president who had 


sold an undivided interest in certain 
realty in 1953 at a substantial loss. He 
had claimed a capital loss in 1953 


(limited to $1,000), and carried the capi- 
tal loss forward against his capital gains 
in 1954. His 1954 return was not audited 
until after expiration of the statute of 
limitations on the year 1953. The Gov- 
ernment contended that the 
sold in 1953 was used in the taxpayer's 
trade or business and, thus, that the loss 


property 


was ordinary and not a Capital loss. 
Further, the Government contended that 
the year 1953 could not be adjusted be- 
cause of the statute of limitations. This 
court holds for taxpayer by finding that 


decedent's relationship to the property 
was only passive’in nature and was not 
property used in his trade or business. 
The realty was a capital asset held for 
the production of income and, thus, 
the capital loss carry-over for 1954 is up- 
held. Gross Estate (Union National 
Bank of Troy, exr.) DC N. Y., 6/29/61. 


Patent transaction was license; it pro- 
duces ordinary income, not capital gain. 
Taxpayer corporation owned patents on 
certain electrical products. An agree- 
ment was made with a British company, 
whereby it obtained the rights to manu- 
facture and sell taxpayer’s products in 
Europe and the British Empire with the 
exception of Canada. Taxpayer 
ceived, as consideration for the 
ment, a royalty of 5% of the net selling 


re 
agree- 


price of the products. This court holds | 


that there was no sale of patents under 
the rather the 
constituted a_ license the patents. 
Thus, amounts received the 
British company are taxable as ordinary 


agreement, agreement 
of 
the from 
income and not capital gain. Oak Manu- 


facturing Co., DC Ill, 7/21/61. 


Sale of “assembly-line” dental practice 
was largely sale of goodwill. ‘Vaxpayer 
operated three orthodontia clinics in 
the Los Angeles area. Patients would 
be treated by any of a number of em- 
ployed dentists according to the treat- 
at the 
recorded on the patient’s card. 


ment outlined initial visit and 
Tax- 
payer’s personal qualifications did not 
account for the success of the practice; 
he saw only a small portion of the pa- 
tients and spent only one day a week at 
the clinic which he so!d to an associate. 
About 650 patients were being treated 
at that clinic at the time of 
250 


months following. Taxpayer and_ the 


sale and 


new ones were added in the six 
buyer agreed on the sale price and all 
the terms, but when the agreement was 
put in writing a covenant not to com- 
pete was added at the suggestion of tax- 
payer’s attorney. The buyer would have 
bought the practice without it. The 
agreement also provided that taxpayer 
would refer to the buyer those patients 
living within the area in which taxpayer 
covenanted not to open an office. Of the 
$240,000 total price, taxpayer allocated 
$10,000 to the tangible assets of the 
clinic and the balance to goodwill, a 
capital asset. The Tax Court 
with one dissent. It is obvious that good: 
will was present at taxpayer's clinic 
considering the lack of personal contact 


agrees, 
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between him and the patients and the 
issemblyline Patients 


came to a place, not to a person. The 


methods — used. 
goodwill not only existed, but was sal- 
able and was in fact sold. No part of the 
sales price is allocable to the covenant 
not to compete. The fact that it was in 
the final agreement does not necessarily 
mean that anything was paid for it and 
here it is clear that it was merely an 
unbargainedfor afterthought. A concur- 
ring opinion notes that ordinary in- 
come might be attributable to taxpayer’s 
covenant to refer patients to the buyer, 
but expresses no opinion as the issue 
was not raised. Brooks, 36 TC No. 113. 


Subdivider’s sale to one buyer of re- 
maining lots in tracts produces ordinary 
income. Taxpayer was a building con- 
tractor who subdivided two tracts into 


34 lots. Thirteen lots and houses con- 
structed by taxpayer had been sold when 
taxpayer abandoned his plans and sold 
the remaining 21 lots to one purchaser. 
He claimed the gain on this sale was 
capital. The court holds it is ordinary 
income. The statutory test is whether 
the property was held primarily for sale 
to customers in the ordinary course of 
that the 
land was so held. The fact that the sale 


trade or business. It is clear 
was in bulk does not change the manner 
in which the property was held by tax- 


payer. Lawrie, 36 TC No. 111. 


DEPRECIATION 


Polished stone is first commercially mar- 


ketable product. Greenstone is_ used 
ilmost entirely as ornamental or dimen- 
sion stone, and taxpayer is the principal 
J. S. The 
there is no market for 


producer of greenstone in the 1 


court finds that 


stone as it comes from the quarry. 
rhe first commercially marketable prod- 


is sand rubbed finished _ stone. 


Cutting and polishing are ordinary 


itment Green- 


Co., 


pt ocesses. 


DC Va., 9 


Virginia 
18/61. 


Depreciation claimed 


for 


Taxpayer was en- 


apartment 
buildings sustained. 
ged in building apartment houses and 
yperating them. On his tax return he 
id taken a 30 year useful life for each 
had con- 


nf the houses he 


apartment 
structed, and 25 years for an apartment 
juilding he had purchased which was 
wer 10 old. The 
irged that the buildings be depreciated 


years Commissioner 
m the basis of an economically useful 


life of 50 years. After hearing expert 


testimony, the court finds for taxpayer. 
Grace, TCM 1961-252. 


Auto dealers reserve accruable though 
from finance charges only. Taxpayer, a 
retail car dealer financing his sales, ar- 
gued that the Supreme Court decision 
in Hansen (360 U.S. 446) did not apply 
to him the finance company 
made withholdings from finance charges 
only. Taxpayer received the full cash 
price of the car. The Tax Court held, 
and this court the 
credited to the dealer reserve account 
are, under the Hansen rule, accruab!‘e 
and taxable to the dealer in the year in 
which they were credited. The fact that 
the 


because 


affirms, amounts 


dealers reserve was derived 
from the contract price but from an 
added finance charge is 


Shapiro, CA-9, 9/7/61. 


not 


immaterial. 


Commissioner's prior change in useful 
life controlling for later years. In 1949 
taxpayer purchased an apartment house 
approximately 55 years old. For depre- 
ciation purposes she used a 15 year use- 
ful life for the building, and a 10 year 
useful life for the improvements made 
that year. In 1954 the 
changed the depreciation to a 15 year 
useful life from 1/1/54 for the apart- 


Commissioner 


ment house and improvements therein. 
In 1955 back to 


original 


taxpayer went her 
the 
disallowed part of the depreciation de- 
duction, asserting a deficiency. In the 


absence of proof of any error, the court 


basis, and Commissioner 


sustains the Commissioner. Slider, TCM 
1961-253. 


Useful life of office building deter- 
mined. Depreciation had been taken on 
an office building from the time the 
building was put into use in 1924 at a 
The 


sioner determined that for purposes of 


composite rate of 2%. Commis- 
computing depreciation, the building 
had a life of 40 
1952. 


the evidence as to the building’s con- 


useful years as of 


January 1, After considering all 
struction, location, improvements and 
earning power, the court finds the tax- 
payer’s estimate of anticipated life was 


sufficiently in accordance with reason- 
able opinion so as to justify the deduc- 
taken. Union Bank, 


1961-260. 


tion Commerce 


TCM 
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Excavating company properly operated 
without inventories. It was the policy 
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of an excavating company to excavate 
and process sand and gravel as it was 
being sold. It had no inventory of sand 
or gravel on hand other than the large 
raw deposit of over 11,000,000 tons con- 
tained in its tract. The court holds that 
inventory adjustments made by the 
Commissioner to increase the company’s 
income are in error. Mason Dixon Sand 
and Gravel Co., TCM 1961-259. 


Dealer’s method of accruing carrying 
charges upheld. ‘Taxpayer, a corporate 
automobile dealer, reported on the ac- 
crual basis. Its credit sales contracts pro- 
vided for carrying charges of a specific 
sum per month. The total carrying 
charge on each transaction was credited 


to an “unearned amounts” account. 
When each installment of carrying 
charge became due (whether paid or 


not) it was treated as income. The Gov- 
ernment contended that taxpayer should 
be taxed on credits to the “unearned 
amounts” account at the time sales of 
automobiles were made. This court holds 
for taxpayer; the Government’s method 
would distort income. Taxpayer had no 
fixed right to receive a definite and 
exact amount; on prepayment the carry- 
ing charge cancelled. If 
required to treat carrying charges as in- 


would be 


come at the time of sale and if a pur- 
chaser were to prepay, taxpayer would 
have reported as income carrying charges 
not only that never would be received, 
but that never accrued. The court dis- 
tinguished the recent U. S. Supreme 
Court American Automobile Association 
decision pointing out that the taxpayer 
there was positive that it would receive 
the income in question; here there is no 
such guarantee. Thus, taxpayer’s method 
of reporting as the installments became 
due clearly reflected his income. Smith 
Motors, Inc., DC Vermont, 8/9/61. 


Installment election in Tax Court peti- 
tion upheld. [Acquiescence] Taxpayers 
sold their residence on April 15, 1954 
at a gain. On October 14, 1955, in an 
effort to the 18-month deadline 
and qualify for the right not to recog- 


meet 


nize the gain, taxpayers put some furni- 
ture their house 


but did not actually move in until more 


into unfinished new 
than two months later. Construing com- 
mittee reports and the Regulations to 
that the 
actually lived in within the required 
period, the Tax Court ruled that the 
gain on the sale of the old residence is 
taxable. court allowed 


mean new residence must be 


However, the 
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taxpayers to use the installment method 
of reporting the gain as requested by 
taxpayers’ amended petition. A tax- 
payer must ordinarily make this election 
on the return where the gain is origi- 
nally reported. 


since these 


taxpayers innocently treated the gain 


However, 


as non-recognized on their original re- 
turn, the later election to report on the 
installment basis was timely. Bayley, 288, 
acq., IRB 1961-38. 


DEDUCTIBILITY 


Costs incurred in converting to A. C. 
electric must be capitalized. 
Taxpayer was a member of a partner- 
ship which claimed a deduction for the 
conversion of electricity in a certain 
building from D. C. to A. C. This con- 
version was done pursuant to an ordi- 


current 


nance of the city of Chicago. Taxpayer 
argued that the conversion cost was an 
ordinary and necessary expense because 
it added nothing to the value of the 
building, and such costs were incurred 
involuntarily because of the city ordi- 
nance. This court affirms the Tax Court 
by requiring that the costs be capital- 
ized. It reasons that the conversion did 
render the property more valuab‘e for 
taxpayer's use by bringing the property 


into compliance with the city ordi- 


nance. The fact that the conversion was 


involuntary and did not render the 


property more attractive or efficient or 
prolong its life is immaterial. Teitel- 


baum, CA-7, 8/24/61. 


Certain items allowed as business ex- 
penses; others disallowed. Taxpayer was 
engaged in the motor express business 
and also in the dairy business. The Com- 
missioner disallowed certain expenses 
the 
This 


items 


the 
the 
de- 


claimed by 
1952. 


following 


taxpayer during 
that 


allowable as 


yeal court holds 
are 
ductible business expenses: (1) payments 
in connection with a house adjacent to 
terminal, since the 


a motor express 


house was used for business purposes 
such as meetings, entertainment of cus- 
tomers, and overnight lodging for tax- 
payer and his employees on business 
trips; (2) costs of lumber used for re- 
pairs at a motor express terminal; (3) 
expenses incurred in the dairy cattle 
business consisting of costs or grain, hay 
baling, and certain electrical work done 
on a barn; (4) donation to a hospital 


whose chairman of the fund-raising 


drive was a potential customer of tax- 
payer; (5) legal fees for a business or- 
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ganizational study; (6) the amount spent 
in acquiring a Canadian operating per- 
mit for the year 1952; (7) the costs of air 
horns purchased. As a matter of law, 
the court ruled that the following ex- 
penses were not proper business ex- 
penses and must be disallowed: (a) 
charitable contribution to the Com- 
munity Chest; (b) legal fees for the crea- 
tion of a trust for taxpayer’s children; 
(c) certain heating materials for a ter- 
minal since the heating materials had a 
useful life in excess of one year; and (d) 
the cost of gas tanks purchased in the 
year 1952 which gas tanks also had a 
life longer than one year. Marcell, DC 
Vermont, 8/10/61. 


Loss on incorporation swindle was theft 
and is deductible even though ‘only 
prosecution was for securities violation. 
Taxpayer, a doctor, paid $25,000 for 
stock subscription to an insurance corpo- 
ration which was being formed by a 
group of individuals. In 1956 the state 
securities commission stopped the sale 
of stock in the corporation and _ tax- 
payer started an action against the in- 
corporators to recover his $25,000. A re- 
ceiver was subsequently appointed for 
the corporation and the incorporators 
pleaded guilty to selling unregistered 
securities in violation of state law. Al- 
though the incorporators used some of 
the corporations funds for their own 
use, they were never indicted for theft. 
Taxpayer sought to deduct $25,000 in 
theft loss. The court holds 
that taxpayer sustained a theft loss even 
though 


1956 as a 


there indictment for 
theft since the promoters’ action did 
constitute theft under state Tax- 
payer cannot take the deduction in 1956 
however, since in that year there was 
a reasonable prospect for some recov- 
ery. A loss is deductible in 1961 when 
taxpayer was notified that $2,000 was 
available to Vietzke, 36 TC No. 
114. 


was no 


law. 


him. 


Soil and water conservation expenses 
determined. The court finds that 
penses of grading and leveling grazing 
land were incurred for the purpose of 
soil 


ex- 


and water conservation and the 
prevention of erosion, and thus are de- 
ductib!e under Section 175. Eidson, DC 


Tex., 9/11/61. 


Depreciation and expenses for motcr 
boats allowed auto dealer. Taxpayer, a 
corporation, owned and operated an 
automobile dealership in 1949. It ac- 


quired two motorboats and thereafter 
incurred, during each of the years 1950 
through 1954, certain expenses for main- 
tenance of the boats. Those expenses 
consisted primarily of salaries to em- 
ployees, insurance, major repairs, and 
depreciation. Taxpayer’s controlling 
shareholder paid all expenditures in- 
curred for fuel, food, refreshments, and 
minor repairs of the boats. In all, tax- 
payer paid over one-half of the total 
expenditures in the operation and main- 
tenance of the boats. Various customers, 
prospective customers, factory repre- 
sentatives, industry officials, business and 
commercial representatives, state and 
national business officials, business as- 
sociates and competitors were guests on 
the boats. Less than 10% of the use of 
the boats was by taxpayer's controlling 


shareho:der and over 90% of the use 
was in furtherance of the business of 
taxpayer. This court holds that the 


costs incurred by taxpayer for the opera- 
tion, maintenance, and depreciation of 
the boats, to the extent they were used 
in its business for entertaining cus- 
tomers, etc., are deductible as business 
expenses. This court further finds that 
the expense of repairing and overhaul- 
ing engines, the expense of replacing 
canvas on the deck, and installing a 
small heater were currently deductible 
and were not capital expenditures. 
Standard Motors, Inc., DC La., 8/25/61. 


Tenant-stockholder can’t depreciate cost 
of stock in coop. in computing his in- 
come from subleasing. Taxpayer pur- 
chased stock in a qualified cooperative 
housing corporation and was simultan- 
eously given a proprietary lease on an 
apartment building. With the corpora- 
tion’s approval, he subleased the apart- 
ment. The IRS rules that taxpayer may 
not depreciate or amortize his invest- 
ment in the corporation’s stock. The cost 
the stock, 
and no part may be allocated to tax- 


of stock is an investment in 
payer’s right to occupy an apartment. 
The right of occupancy was conditioned 
on stock ownership and hence insever- 
able. Rev. Rul. 61-162. 


Expenditure to protect property site for 
possible future expansion is not de- 
ductible. utility 
water company, paid the state $185,000, 


Taxpayer, a public 


part of the cost of relocating a proposed 


road which would have run through a 
tract of land which taxpayer felt it 
might need as a reservoir site by about 
1965. Taxpayer sought to deduct this 
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amount as either an ordinary and 
necessary business expense under Section 
162(a) or loss under Section 165. 
The court denies the deduction holding 
that the possibilities of taxpayer’s ex- 
pansion in order to require an addi- 
tional site, and of purchasing this par- 


ticular tract are too remote to justify the 


as a 


deduction; at most the expenditure was 
made to secure a long term business 
advantage in preserving taxpayer’s util- 
ity or keeping the cost of a_ possible 
future acquisition low. The York Water 
Co., 36 TC No. 110. 


Bonuses not actually or constructively 
laid. Taxpayer, an individual, operated 
a saw mill and lumber business and re- 
ported income on the accrual basis. In 
1955, he agreed orally with his two sons 
that each would receive a salary and a 
The 


bonuses were difficult to compute at the 


bonus of 25% of net _ profits. 
end of 1955 because heavy snows made 
it impossible to check inventory regard- 
ing a possible timber shortage until 
\pril, 1956. Thus, in February, 1956, 
the bonuses were only tentatively estab- 
lished on the company books. In April, 
1956, taxpayer’s inventory showed there 

is no timber shortage and the bonuses 


were recorded and paid according to 
the estimated figures. Taxpayer argues 
that he should be allowed to deduct the 
bonuses as a business expense for the 
tax year of 1955. Taxpayer contended 
that his sons constructively received 
the bonuses within 1955, or 214 months 
thereafter, as required by Section 267 
(a)(2). This court affirms the district 
court in holding that no deduction for 
the bonuses may be allowed taxpayer for 
1955. No bonuses were actually or con- 
structively paid within that year or 214 
months thereafter. That the delay in 
ascertaining and paying the bonuses re- 
sulted from the 
yond taxpayer’s control is of no con- 
sequence. Taxpayer’s sons did not con- 
structively the 
21% months after the close of 1955 be- 


circumstances be- 


receive bonuses within 
cause the sums were not subject to their 
unfettered command within such period. 
Bennett, CA-9, 8/2/61. 


BAD DEBTS 


Bad debt reserve must be set up on 
books no later than time return is filed. 
Taxpayer, a federal savings and loan 
association, for the taxable years 1954 
and 1955 set up a “reserve for tax pur- 
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poses” which it deducted in its tax re- 
turn as a reserve for bad debts. These 
reserves were entered on taxpayers books 
as part of surplus and profit. The bal- 
ance sheet filed with the tax return 
claimed the amount as the bad debt de- 
duction. In 1957 taxpayer’s directors 
adopted a resolution retroactively au- 
thorizing taxpayer to set up the re- 
serves. The court disallows the bad debt 
deduction holding that the Regulations 
specifically require a bad debt reserve 
be created on the regular books of ac- 
count no later than the time taxpayer 
files its return; neither the retroactive 
the fact that 
attached to the tax 
the deduction would 
meet this provision. Colorado County 


Loan Ass’n., 36 TC 


directors’ resolution 


the 


nor 
balance sheet 
return reflected 
Federal Savings & 
No. 118. 


Advances by an _ officer-director-bond- 
holder held a nonbusiness bad debt; his 
activities did not constitute a business. 
The Las Vegas Jockey Club was created 
as part of a plan to reorganize the 
bankrupt Las Vegas Thoroughbred Rac- 
ing Association. Taxpayer was a direc- 
tor, officer, and primarily a bondholder 
of the The stock which 


club. accom- 
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panied the bonds occupied a nominal 
position in the club’s capital structure. 
Taxpayer and other bondholders ad- 
vanced funds to the club to permit it 
to open its racing season. When the ad- 
became worthless, 


vances taxpayer 


claimed a business bad debt deduction 
on the grounds that he was in the trade 
or business of being an officer and di- 
the and that the 


was proximately related to such trade 


rector of club, loan 


or business. The court holds the loan 
arose from taxpayer’s interest as a credi- 
tor rather than from his officer-director 
activities, and constituted a nonbusiness 
bad debt. Taxpayer claimed he was also 
entitled to deduct legal fees and travel 
expenses incurred as an officer-director. 
Although the court recognizes that a 
corporate executive can constitute a 
trade or business for purposes of deduct- 
ing business expenses, it finds that tax- 
payer failed to prove he was in such 
business, and it denies him a deduction 
for the claimed expenses. Taxpayer's 
executive activities were not carried out 
with the expectation of making a liveli- 
hood, or with the expectation of of com- 
pensation, but out of an interest in his 
Hirsch, TCM 


extensive bondholdings. 


1961-256. 


Bankruptcy of debtor held insufficient 
1951, 
taxpayer acquired all the stock of the 


evidence for loss deduction. In 


corporation which operated a certain 


radio station. Taxpayer acquired the 
stock for a price of about 10c on the 
dollar. Later, in 1951, taxpayer ad- 


vanced sums to the corporation in order 


that it might pay certain debts. The 


corporation was adjudicated bankrupt 
in 1952 and taxpayer’s loan was in- 
list of claims filed in 


cluded in the 


the bankruptcy proceedings. Taxpayer 

argued that he was entitled to a deduc- 

tion in 1951 for the advances made, but 

this court upholds the Tax Court by 

finding that the evidence does not show 
1951 


fact of bankruptcy in 1952, no evidence 


a loss in Aside from the mere 
of the uncollectibility of the advances 


made by taxpayer was submitted, and 
thus taxpayer is not entitled to a loss de- 
1951. 


duction for the year Teitelbaum, 


CA-7, 8/24/61. 


*Negative basis on transfer of mort- 
gaged property to controlled corpora- 
tion. [Old law] Just before he trans- 
ferred an apartment building to his 
wholly-owned corporation, taxpayer ob- 
tained a mortgage of $250,000 on the 
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property. His basis was $87,000. ‘The 
1939 Code provided that a transfer of 
property subject to a mortgage would 
not result in income to the transferor 
unless his purpose was tax avoidance or 
was not a bona fide business purpose. 
The Tax Court found that tax avoid- 
ance was not the principal purpose here 
but nevertheless recognized gain 
the transfer to the corporation to avoid 
an absurd result: when the property has 
a basis less than the mortgage, and that 
basis carries over to determine the basis 
of the stock of the transferee corpora- 
tion, most of the gain on an ultimate 
sale of the property would go untaxed. 
The Tax Court reached that result be- 
cause it assumed the stock could 
have a basis of less than zero. This court 
reverses. The stock can have a negative 
basis and the gain will be reached on 
ultimate sale. [The 1954 Code specific- 
ally taxes the gain at time of incorpora- 
tion to the extent of the negative 
basis.—Ed.] Easson, CA-9, 9/8/61. 


on 


not 


EPT 


Drought during base period is ground 
for EPT relief; reduction of costs is not. 
Taxpayer, a manufacturer and seller of 
corn products claimed EPT relief be- 
cause (1) a drought in 1936 caused ex- 
cessive costs of corn in 1936 and 1937 
thereby affecting base 
period income, (2) it was committed 


adversely its 
by the end of the base period to the 
installation of a new type of coil which 
would reduce manufacturing costs and 
(3) it changed the character of its busi- 
ness prior to the end of the base period 
since it closed one plant and transferred 
its operation to three other plants. The 
court finds that a drought is a qualify- 
ing factor for relief but neither a re- 
duction of costs nor a closing of a plant 
constitutes a change in capacity for pro- 
duction or operation, which is required 
for EPT relief. The court further holds 
that taxpayer has not shown that com- 
puting the tax without the benefit of 
the relief section results in an excessive 
or discriminating tax and therefore re- 
jects taxpayer’s reconstruction of base 
period net income which was based on 
the adverse effects of the drought. Corn 
Products Co., 36 TC No. 100. 


Change from small hotel to a larger 
one is ground for EPT relief; CABPNI 
computed. From 1933 to 1938 taxpayer 
operated a small hotel of approximately 
100 rooms. In 1939 taxpayer sold the 


hotel, acquired a hotel of about 240 
rooms, and commenced a program to 
improve the purchased hotel. The Com- 
missioner conceded that taxpayer 
changed the character of its business 
during the base period, was entitled to 
EPT relief under Section 722(b)(4) but 
allowed a_ constructive base 
period net income of only $14,000; tax- 
payer claimed the CABPNI should be 
higher. The court does not accept the 
CABPNI figures proposed by either 
party and makes its own determination 
that the CABPNI is $20,000 for each 
year involved except for the fiscal year 
ending May 31, 1941. For that year the 
court uses the variable credit rule and 
finds that the CABPNI is $18,000. Ben- 
son Hotel Corp., 36 TC No. 102. 


average 


Product improvement is not change of 
business; EPT relief denied. Taxpayer 
was a manufacturer of air preheaters 
used in public utility generating stations 
and industrial power plants. Prior to 
and during its excess profits tax base 
substantial 
ments in its product. The Tax Court 


period it made improve- 
holds the improvements did not con- 
stitute a difference in product entitling 
taxpayer to relief under Section 722(b) 
(4). The preheater improvements were 
made to meet changing consumer re- 
quirements brought about by improve- 
ments in boiler design and use of fuels. 
This does not amount to a change in 
product. Further, the change in taxpay- 
er’s management in 1933, even if con- 
sidered as accruing immediately prior 
to the base period, was no more than a 
mere change in personnel. There is 
nothing to indicate the new manage- 
ment adopted new policies which re- 
sulted in increased earnings. Air Pre- 
heater Corp., 36 TC No. 101. 


EPT relief granted for abnormal in- 
come occasioned by research and de- 
velopment. Taxpayer, an elec tronic com- 
ponents manufacturer, applied for relief 
under Section 721(a)(2)(c) contending it 
received abnormal income resulting 
from research and development. In an 
extensive computation, the Tax Court 
grants partial relief on the facts. 
Sprague Electric Co., 36 TC No. 107. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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tion, rather than increased in value. If 
such a situation had occurred and the 
marital trust tendered securities 
which had a lesser vaiue at date of dis- 
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Executor should have power to choose 


assets for marital deduction bequest 


by LOREN JUHL 


If a formula marital bequest deduction (either outright or in trust) is neither clearly 


a fraction-of-the-residue nor a pecuniary type, controversy over the distribution 


of appreciation (or depreciation) of the assets during administration of the estate 


nay result. Mr. Juhl discusses some recent litigation dealing with these questions 


1 suggests that draftsmen either phrase such a bequest as a fraction of the residue 


specify the method of valuing assets used to satisfy the bequest. 


S' PPOSE the assets of an estate appre- 
ciate substantially in value between 
for U. S. estate 
tax purposes and the time of distribu- 


the time of valuation 
tion. The surviving spouse claims a 
share of the appreciation for the mari- 
tal bequest. The residuary legatees claim 


sented was whether the above quoted 
language should be considered as a 
pecuniary gift, in which case the marital 
trust would not share in the increased 
value, or whether the testator intended 
a fractional share gift, in which event 
the marital trust would participate rat- 


a the maximum marital deduction allowed 
a by the Internal Revenue Code. If ‘so 
much’ cannot mean ‘less than’, it cannot 
mean ‘more than’.” 


While the reasoning of the court is 
defensible, in the light of the language 
used in the will, it is believed that a 
contrary result, which would have per- 
mitted the marital trust to share ratably 
in any appreciation or depreciation in 
value would 
fensible. 


have been equally de- 

For example, if the estate depreciates 
to such an extent as to require all or 
substantially all of it to satisfy the mari- 
tal deduction bequest (at date of distri- 
bution values), does the testator intend 
to give the beneficiaries of the residue 
little or nothing? In all probabi‘ity the 
testator this 
question has not considered it, but if 


whose will is silent on 
the question were put to him he would 
probably respond that he intended the 
result which would be achieved by con- 
struing his gift as fractional rather than 
that is, the 


pecuniary; contending 


all of it. Who wins? ably in the appreciation. parties participate ratably in any appre- 
¢ Che result, of course, depends upon The court held that the gift to the ciation or depreciation. 
eT the wording of the marital bequest. The marital deduction trust was a gift in the eat a.” 
» Supreme Court of Pennsylvania, in Alt- dollar amount which was shown on (and /” Re Ossman’s Will 
> house’s Estate, 172 A.2d 146, (1961), determined by) the U. S. tax return; Under these circumstances the result 
'Y: recently considered this question in the — that this was, in effect, a pecuniary gift in In Re Ossman’s Will (209 N.Y.S. 2d 
~ light of the following language creat- of that exact dollar amount; and that 251, (1960) is not unreasonable. In this 
a ing a marital deduction trust under the to the extent the bequest was satis- case the court construed a bequest to 
a testator’s will: fied with estate assets other than cash, the testator’s husband of “one-half of 
p ‘Fifth; So much of my estate, of such assets should be valued as of the the value of my adjusted gross estate as 
5 whatsoever nature and wherever situate, date of distribution. finally determined for Federal Estate 
* together with other property included The court reasoned that when the Tax purposes’ (certainly susceptible of 
o in my adjusted gross estate qualifying testator wrote his will, he knew that the — being construed as a “dollars and cents” 

for the marital deduction which passes amount of the marital deduction would bequest) as giving to the husband a frac- 

or has passed from me to my wife, as shall be determined, in the U. S. estate tax tional interest in the estate, rather than 
e equal the maximum marital deduction proceedings, in dollars and cents. There- a’ pecuniary bequest. In arriving at this 
sf as provided in Section 2056 of the In- fore, he must have intended a pecuniary construction the court noted that there 
oe ternal Revenue Code, or such other cor- legacy. The court was obviously in- are two distinct types of marital deduc- 
og responding provision as may be in effect fluenced by the argument that if the’ tion formulae popularly employed in 
Se it the time of my death, I give, devise assets had declined in value during the drafting wills—the pecuniary formula 
™5 | and bequeath to my trustees, herein- period of administration, the widow type and the percentage or fractional 
| after named, in a separate trust known might have insisted upon distribution type. The surrogate then stated that the 
ur | as Trust A... .” to the marital trust of assets having a courts should recognize, in construing 
Cts 








Pecuniary or fractional share gift? 


The 
creased in value approximately $200,- 


net assets of the estate had in- 
000 between the time when the maxi- 
mum marital deduction was determined 
and the date of distribution. of assets 


to the marital trust. ‘The-question pre- 


value, at the time of distribution, of the 
dollar amount of the marital deduction 
shown by the estate tax return. In this 
connection the court noted: 

“The testator’s intention will be 'éven 
clearer if we consider what would have 
been the result had the securities. de- 
clined. during the executors’ administra- 


wills with such formula clauses, that the 
intent of the testator may well have 
been generally to assure a maximum 
marital deduction, without necessarily 
intending an exact legal and _ literal 
meaning of the language used. Observ- 
ing that the will evidenced an inten- 
tion to give to the surviving spouse the 
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[Loren Juhl is a partner in the Chicago 
law firm of Sidney, Austin, Burgess & 
Smith and is former chairman of the 
Probate and Trust Section of the IIl- 
inois State Bar Association.} 





maximum marital deduction allowable, 
the court said: 

“Undoubtedly 
the 


she was referring to 
husband would ulti- 
under the will rather 
mathematical for- 
and wanted her husband to re- 
ceive the maximum amount possible. By 


amount het 


mately _ receive 
than designating a 


mula 


construing the words ‘one-half of the 


value of adjusted gross estate’ to 
or percentage 


rather than an amount or pecuniary be- 


my 
mean a one-half part 
quest, the court can accomplish this pur- 
pose. The court therefore construes the 
will to give the husband a fractional 
interest in the estate, obtaining for him 
the benefit of the increased value of the 
assets.” 

The Probate Court of Cook County, 
Illinois, whose decisions are unpublish- 
has consistently ordered distribu- 
tions, in contested cases, which give 


ed, 


effect to the “fractional” rather than the 
pecuniary” theory. 


Language should be clear 


Ihe construction problem posed by 
cases such as Althouse can be avoided, 
of course, by phrasing the marital deduc- 
tion bequest in terms of a fraction of 
the residue, or by specifying the value 
in the event assets are dis- 
kind in satisfaction of the 
bequest—usually the value determined 
for U. S. estate tax purposes. 


to be used 


tributed in 


The “fraction of the residue” type of 
the 


spouse a fractional share of each asset, 


bequest, which gives surviving 
provides automatically for a ratable ap- 
portionment of appreciation and depre- 
ciation, but prevents the executor, from 
assigning to the marital share assets (such 
as tax-exempt bonds), which might mini- 
mize the surviving spouse’s income tax 
problems or assets which are least like- 
ly to appreciate in value, if this ap- 
pears desirable from the standpoint of 
death taxes in her estate. 

A provision specifying that Federal 
estate tax values are to be used in fund- 
ing the marital bequest, coupled with 


1 Rev. Rul. 60-87, 1960-1 CB 286; Rev. Rul. 56- 
270, 1956-1 CB 325; Rebs. Section 1.1014-4(a) (3); 
ef. Rev. Rul. 55-117, 1955-1 CB 233. Suisman v. 
Eaton, 15 F.Supp. 113 (D. Conn., 1935), aff’d 83 
F.2d 1019 (CA-2, 1936), cert. den., 299 U.S. 578 
(1936); Kenan, 114 F.2d 217 (CA-2, 1940); 
Brinckerhoff, 168 F.2d 486 (CA-2, 1948). 
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a broad discretion in the executor to 
select the assets to be used for this pur- 
pose, offers the greatest flexibility in 
anticipating the income and estate tax 
problems of the surviving spouse, but 
may create others. 

At noted in 13JTAX382 (Dec. 1960) 
the Commissioner has claimed the right 
to disregard the actual distribution made 
at estate tax values in the deceased hus- 
band’s estate and to assess the estate tax 
in the suviving wife’s estate, upon her 
subsequent death, as if the husband’s 
estate had been distributed pro rata be- 
tween the marital trust and the residue. 
Alice Hempstead, (TC Docket No. 
87083). In this case, the assets assigned 
to the marital trust had appreciated 
very little, whereas the residue trust had 
enjoyed substantial growth. The case 
has been closed on stipulation, and the 
Commissioner’s position remains 
resolved by a court. 

Another problem relates to the power 
of the executor, under his broad dis- 
cretion, to “load” the marital bequest 
with assets which have depreciated in 


un- 


rfelation to their estate tax values, over 
the objections of the surviving spouse. 
In this situation it would seem that the 
principles of equity and fairness should 
preclude such a result. See Estate of 
Bush, (2 App. Div. 2d 526, 156 N.Y.S. 
2d 897, 4th Dept. 1956). 

Also it noted that if 
under the express terms of the will or 
the court’s construction of it, the mari- 
tal deduction bequest is a pecuniary 
legacy, satisfiable in assets valued at 
the time of distribution, funding the 


should be 


bequest may result in unwanted capi- 
tal gains for the estate (if the assets 
have appreciated in value) or unusable 
capital losses (if they have depreciatedfl)! 


Powers will should grant 


A marital deduction bequest phrased 
in terms of a fraction of the adjusted 
gross estate, coupled with a power in 
the executor to satisfy the bequest with 
assets valued at U. S. estate tax values, 
appears to offer the greatest flexibility 
under the law as it now stands. 

Such a bequest: (1) permits funding 
with a view to the income and an 
estate tax effect upon the surviving 
spouse and his or her estate, (2) elimi- 
nates capital gain (or loss) consequences 
in the estate of the deceased spouse, (3) 
helps to avoid any controversy as to the 
allocation, if the executor recognizes (as 
he should) any claim of the surviving 
spouse that a non-ratable allocation 
amounts to an abuse of discretion. 

Assuming that the allocation of 
assets, based on U. S. estate tax values, 
is satisfactory to the surviving spouse 
and the executor, the IRS should have 
no cause to complain if the allocation 
is helpful to the surviving spouse from 
an income or estate tax standpoint. 
Since the measure of the marital deduc- 
tion is tied to the U. S. estate tax values, 
there is no logical reason why the satis- 
faction of it should not relate to the 
same values. Further, it is well estab- 
lished that the parties to a transaction 
are not obligated to frame it in such 
a way as to produce the greatest rev- 
enue. w 


New trusts & estates decisions 





Surrogate court’s ruling on marital de- 
duction binding in Federal court. De- 
cedent provided in his will 
marital deduction trust giving his widow 
income for life and the power to ap- 
point the entire trust to herself or her 
estate. The will provided, however, that 
if the widow should “die prior to the 
time the trust for her benefit is set up” 
the income would be paid to decedent's 
daughter. The Commissioner denied the 
marital deduction on his determination 
that the interest which the widow 
acquired was a terminable interest, viz., 
that the interest passing under the will 
could terminate or fail on the occur- 
rence of an event or contingency, that 
is, her death prior to the time the trust 
was “set up”. After receiving the Rev- 


for a 


enue Agent’s report that the trust did 
not qualify for the deduction, the execu- 
tors commenced a proceeding in the 
surrogate’s court for a construction of 
the will provisions pertaining to the 
trust. The New York State Tax Com- 
missioner appeared in the proceeding 
and contended that the widow’s right 
to income was conditional upon her sur- 
vival until the physical segregation of 
the trust assets, and that the trust failed 
to qualify for the New York estate tax 
marital The ruled 
against Tax Commissioner 


deduction. 
the State 


court 


and determined that the trust qualified 
for the marital deduction. In a subse- 
quent suit for refund in the Federal 
district court, it was held that the de- 
termination in the surrogate’s court was 
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determinative for Federal estate tax pur- 
poses as well as for New York estate tax 
purposes and that the executors were 
entitled to a refund. Dake, DC NY, 
7/31/61. 


Bequest for clinic qualifies for chavi- 
table deduction. Decedent’s will made 
provision for the establishment of a 
trust fund for the ultimate benefit of a 
diagnostic medical clinic to be estab- 
lished in a poor section of the state. The 
clinic was to be patterned after a certain 
Pittsburgh clinic except that there were 
to be no minimum charges and that a 
research laboratory was to be available 
free of charge for use of young doctors. 
After death his widow and a doctor at 
the Pittsburgh clinic chartered the new 
clinic under the not-for-profit corpora- 
tion statute, but provisions in the will 
for income to life beneficiaries prevent- 
ed substantial benefits from becoming 
available to the clinic in the years im- 
mediately following decedent’s death. 
Consequently, it was decided that the 
clinic would turn over practically all of 
its income for a five-year period to a 

nonprofit hospital to any 
deficit occurring in the operation of a 


city cover 


public health service. The Tax Court 
holds that even though it was impos- 
sible to organize and operate the clinic 
at the outset in accordance with dece- 
dent’s original plan, the provision for 

clini charitab‘e 
1961-242, 8/ 


was a deductible 
Smith, 20 TCM 


bequest. 


29/61. 


Extent of decedent’s interest in Texas 
property determined. Decedent's 
father devised his one-half 


real 

foster inter- 
est in certain Texas community prop- 
rty to her in fee simple but defeasible 
if she died unmarried and without issue. 
He1 


} 


a deed of 
r one-half interest in the land in ques- 


foster mother executed 


tion to the decedent in fee simple abso- 
lute “to give full effect to the will.” De- 
cedent died without having married and 
court holds 
value of the one-half interest 
conveyed to the decedent in fee simple 
absolute in the deed executed by her 
foster 


without issue. The district 


that the 


dece- 
dent’s gross estate. The other one-half 


mother was includible in 


interest was not includible because of 
the reversion provided for in the devise 
contained in decedent's foster father’s 


will. Thompson, DC Texas, 8/7/61. 


Debt to daughter held deductible on 
estate tax return. Decedent assumed an 


obligation to pay his daughter $14,000 
after his death. In exchange his daugh- 
ter released his son from an indebted- 
ness of an equal amount in order that 
the son might hold his seat on the New 
York Stock Exchange free and clear of 
any debts. His executors deducted the 
debt as a claim against the estate, but 
the Commissioner disallowed the deduc- 
tion. The Tax Court finds, however, 
that the debt represented a deductible 
claim against the estate. Although pay- 
able only after death, it had been con- 
tracted in good faith for a full and 
adequate consideration. Woody 36 TC 
No. 90. 


Amendment of established trust does not 
convert transfer to it into sale for an- 
nuity. Taxpayer transferred to a trust 
one of the famous “Dead-Sea Scrolls,” 
reserving for himself the net income and 
90% of the principal. He later amended 
the trust, relinquishing his rights to in- 
come and principal for an annuity. The 
trust then sold the scrolls. The Tax 
Court holds the transfer created a trust 
and was not a sale for an annuity. It 
also holds taxpayer taxable under the 
grantor trust rules. The amendment did 
not convert the relationship from settlor- 
trust to annuitant-obligor. The steps of 
estabiishment and of the 
trust treated as Cases 
where the trust was revoked and the 
corpus then transferred to a new trust 
for an annuity are not in point. Fur- 


amendment 


cannot be one. 


ther, all of the gain on the sale of the 
scrolls is being accumulated for future 
distribution to taxpayer and he is tax- 
able under Section 677. Taxpayer’s life 
expectancy exceeds the period over 
which payments from principal are pos- 
sible without exhausting principal. Of 
importance is the fact that there is no 
guarantee of trust income since broad 
powers of investment, not of a character 
approved for trust funds, are author- 
ized. Archbishop Samuel Trust, 36 TC 


No. 66. 


Setilement of will contest determines 
amount of charitable deduction. Dece- 
dent bequeathed his $500,000 residuary 
estate in trust for his son and a named 
charity. The son was to receive $100 
a month and additional income when 
he married and reached the age of 40. 
The trustee was also given a discretion- 
ary power to pay additional amounts of 
income to the son. Any income not 
paid to the son was to be distributed 
currently to the charity. The son filed 
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an action to set aside the will; under a 
settlement agreement he received $100,- 
000 outright and the charity became en- 
titled to all of the income from the 
remaining trust assets in perpetuity. The 
Commissioner contended that a deduc- 
tion should be available for a remainder 
interest only because, he argued, the son 
had a life estate, but the Tax Court 
holds that the estate was entitled to a 
charitable deduction for the value of 
the trust corpus reduced by only $100,- 
000. The charity is the sole income 
beneficiary under the settlement. The 
court rejected the Commissioner's argu- 
ment that the settlement enlarged the 
charitable gift and that the charity took 
something by way of purchase. The 
court reasoned that the settlement mere- 
ly made the amount of the charitable 
gift ascertainable in a definite amount 
and that amount was deductible. Page, 
20, TCM 1961-248. 


Beneficiaries have income on forgiveness 
of indebtedness at distribution of estate. 
A testator died owing $331,564 to a cor- 
poration of which he was sole stockhold- 
er. The corporation filed a claim against 
the estate. The estate was terminated by 
the distribution of 1600 shares of stock 
each to testator’s son and daughter. Pur- 
suant to agreement, the daughter ac- 
cepted $605,000 in redemption of her 
stock by the corporation. This amount 
was roughly the book value of the stock 
less 14 of the estate’s debt. The son re- 
ceived his stock subject to the indebted- 
ness. The court finds that the distribu- 
tion of stock the estate to the 
daughter and its subsequent redemption 
did not constitute a payment of any 
part of the debt by the estate. The son, 
in view of the redemption of the daugh- 
ter’s stock, owns all of the outstanding 
stock. Therefore, the court concludes, 
ownership of some of the shares subject 


from 


to the estate’s indebtedness is immate- 
rial since the number of shares outstand- 
ing is unimportant. He assumed no per- 
sonal liability on the debt. Accordingly 
the estate’s debt was in substance can- 
celled and income in that amount was 
realized by the estate. Since the estate 
distributed to testator’s son, an amount 
equal to one-half of the income, he is 
charged with this amount as income. 
The court also disallows a $5,000 reserve 
for expenses set up by the estate and 
charges the beneficiaries with this 
amount of income since this amount was 
required to be distributed to them. Ala- 
bama-Georgia Syrup Co., 36 TC No. 76. 
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Multiplying cases extend, but do not 


clarify, Libson rule in loss carryovers 


by MORRIS R. FRIEDMAN and JAMES A. CUDDIHY 


Now that the Supreme Court has denied certiorari in Virginia Metal Products, tax 


practitioners are 


still seeking clarification of the 


extent to which the rule 


of the Libson Shops (that a loss carryover can be used only by the business 


which suffered the loss) is to be applied, especially in 1954-Code years. In this 


article, a companion to one which appeared here in 


November, the authors 


analyze the relationship of Sections 382 and 269 and the all-pervading influence 


of Libson as embodied in recent lower-court cases. 


discussed in November the 


H“s 

effects on a 
change in ownership through taxable 
$82(a)), we turn 
now to Section 382(b) dealing with the 


loss carryover of a 


transactions (Section 
effects of a reorganization. Only acquisi- 
tive reorganizations are the subject of 
382(b), namely A, C, D (other than 
Section 355) and F. types. It is notable 
that the B type (involving an exchange 
of stock for stock) is omitted, since 
under this type both corporations re- 
main in existence and each uses its 
own carryover. However, a question may 
arise concerning the use of the carry- 
over in a consolidated return follow- 
ing a B reorganization. It must be re- 
membered throughout, moveover, that 
Section 269 is omnipresent. 

In the case of an acquisition of assets 
of one corporation by another through 
a reorganization of the type specified 
in Section 382(b), if either corporation 
has a net operating loss carryover, then 
“immediately after the reorganization” 
the stockholders of the loss corporation 
must own at least 20% of the fair mar- 
ket value of the outstanding stock of 
the acquiring corporation. The net 
operating loss is reduced by 5% for each 
percentage point less than 20 owned by 
former shareholders of the loss corpora- 
tion. 

Che reduction of the net operating 
loss resulting from the lack of 20% own- 
ership is applied to the total of the 


carryovers without regard to the taxable 


years in which the losses were sustained. 
To be taken into account for this pur- 
pose, the stock ownership in the acquir- 
ing corporation following the reorgani- 
zation must be a direct result of owner- 
ship of stock in the loss corporation be- 
fore the reorganization. Thus, if the 
stockholders of the loss corporation own 
stock in the acquiring corporation be- 
fore the reorganization, such stock will 
not be counted toward the required 
20% Furthermore, to be 
counted for this purpose, stock must be 
distributed pursuant to the plan or re- 
organization to the stockholders of the 
transferor-loss corporation. 


ownership. 


If more than one loss corporation is 
involved in the reorganization then the 
stockholders of each loss corporation 
must emerge with at least a 20% stock 
interest in the acquiring corporation. 

In the case of a liquidation of a sub- 
sidiary under Section 332, the parent 
succeeds to the net operating loss, if 
any, of the subsidiary.1 Accordingly, an 
obvious method of attempting to avoid 
the 20% rule of Section 382(b) is to 
engage in a B type reorganization and 
to follow this with a liquidation under 
Section 332. This type of maneuver, say 
the Regulations, will not work.? 


Business purpose 

The Treasury Department’s preoccu- 
pation with business purpose extends to 
its Regulations under Section 382(b). 
The purpose of the 20% requirement, 


they say, is to insure that the carryover 
will be utilized to some extent for the 
benefit of those persons who were the 
owners of the loss corporation before 
the reorganization. Therefore, if stock 
in a loss corporation is acquired for the 
purpose of avoiding the 20° continuity 
of interest requirement, such acquisition 
will be disregarded. The Treasury takes 
due note of the fact that the limitations 
of Section 382(a) can be avoided if the 
acquisition of stock is not via a_pur- 
chase. Accordingly, if the acquisition 
can be made through a reorganization 
which meets the test of Section 382(b) 
the losses will presumably be available 
in full. For example, if A and B are 
the controlling stockholders of X corpo- 
ration which desires to merge into loss 
corporation Y, it will be necessary that 
those persons who were the stockholders 
of Y before the merger own 20% of the 
stock of Y after the merger. Accordingly, 
before the merger, A and B acquire for 
cash 40% of the stock of Y. (Note that 
the limitations of 382(a) do 
not apply because they did not acquire 
50% of Y’s stock.) After the merger A 
and B will apparently own at least 20% 
of the stock of Y. The Regulations indi- 
cate that since A and B had a tax avoid- 
ance purpose in acquiring Y’s stock, 
such acquisition will be ignored in de- 


Section 


termining whether the Y stockholders 
own 20% of Y after the reorganization. 
An option on the part of A and B 
to acquire Y stock will be similarly 
treated. 

In another example, if a large corpo- 
ration, X, wants to acquire two small 
corporations, Y and Z, one of which has 
a loss, then Y and Z are first merged, 
with the shareholders of the loss corpo- 
ration owning 20% of the stock of the 
surviving corporation. Thus, the two 
small corporations have become a me- 
dium size corporation. When the large 
corporation then acquires the assets of 
the YZ corporation in a reorganization, 
of YZ 
least 20% of the large corporation. This 


the shareholders now own at 
is a step transaction, say the Regula- 
tions. The first merger will be ignored, 
and the Treasury will look to the per- 
centage stock- 
holders of the original loss corporation 


of ownership of the 


in the final surviving corporation. 
Once again we are faced with the 
question of the validity of the Treasury 
Department’s application of business 
purpose and motive to the previsions of 
Section 382. We submit that in this re- 
spect the Treasury Department must be 
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satisied with its power under Section 
269, and that if a taxpayer meets the ob- 
jective tests of Section 382 (step trans- 
actions aside), then his motive in ac- 
quiring stock may not be questioned. If 
motive is to play a part under Section 
382 as well as under Section 269, then it 
must be written into the law. 


How reduction is made 


The Code provides that the 20% rule 
shall not apply if both corporations in- 
volved in the reorganization are owned 
substantially by the same persons in the 
same proportion.t The Regulations, con- 
sistently, if not necessarily correctly, state 
that if stock is acquired or disposed of 
for the purpose of meeting this provi- 
sion, the exception shall not apply.5 

The mechanics of applying the reduc- 
tion where the 20% rule is not met, is 
to increase the income of the first tax- 
able year ending after the date of the 
transfer by the amount of the reduc- 
tion.6 The Regulations contain exam- 
ples of the operation of the provision.? 

There is a special attribution of own- 
ership rule if before the reorganization 
a corporation owns stock of the loss 
corporation.§ In that case, after the re- 
organization it is considered as owning 
the stock of the loss corporation on the 
basis of the proportionate fair market 
values of the stock of both corporations. 
[hese provisions are also illustrated in 
the Regulations,® with the usual proviso 
interdicting a purchase made for the 
of incurring the benefits of 
this provision. 


pur pose 


Where the former shareholders of the 
loss corporation end up owning stock 
of the parent of the acquiring corpo- 
ration then for the purpose of Section 
$82(b) they are considered as owning 
the same amount in value of the stock 
of the acquiring corporation.1° How- 
ever, the Regulations require that the 
acquiring corporation, not its parent, 
use the loss of the loss corporation.” 
Thus, according to the Regulations, if, 
Section 381 (a) (1), IRC. 

Section 1.382(b)-1(a) (6). 
Section 1.382 (b)-1(c). 
‘Section 382(b) (3), IRC. 
Section 1.382 (b)-1(d) (3). 
Section 382(b) (4), IRC. 
Section 1.382(b)-1(e). 
® Section 382(b) (5), IRC. 
* Section 1.382 (b)-1(f). 
Section 382(b) (6), IRC. This can be the result 


of a “C”’ type of reorganization. 


Section 1.382(b)-1(g) (2). 

Section 382(c), IRC. 

See Acker, 361 U.S. 87 (1959), in which the 
majority of the Supreme Court refused to concern 
itself with congressional intent as indicated by 
committee reports. 


following the merger of a loss corpora- 
tion with an acquiring corporation, the 
acquiring corporation is then liquidated 
into its parent in accordance with a pre- 
arranged plan, it would be necessary, 
for the loss to be allowed in full, that 
the stockholders of the loss corporation 
have a 20% interest in the parent. 
Aside from the step transaction theory, 
this provision of the Regulations ap- 
pears to be of doubtful validity. 

Finally, it will be noted that for all 
purposes of Section 382 the term “stock” 
means all outstanding shares except non- 
voting stock which is limited and pre- 
ferred as to dividends.12 


Relation to 269 


In its discussion of Section 382, the 
Senate Committee Report includes the 
following intriguing statement: “If a 
limitation in this section applies to a 
net operating loss carryover, Section 
269, relating to acquisitions made to 
evade 
also be applied to such net operating 
” Since the publication of 
this report, many a practitioner has eyed 
this statement with a speculative and 
wistful look. In view of the absence of 


or avoid income tax, shall not 


loss carryover. 


any such provision in the Code itself,18 
few probably have had the temerity to 
rely on the report. 

Section 269 provides that if anyone 
acquires control of a corporation or 
acquires the property of an uncontrolled 
corporation at the transferor’s basis and 
if the principal purpose for the acqui- 
sition is evasion or avoidance of income 
tax by securing the benefit of a deduc- 
tion, credit or other alowance which 
such person would not otherwise enjoy, 
then the deduction, credit or allowance 
is disallowed. 

If the 
tions 269 and 382 had any practical 
significance at all it would be only in 
conjunction with paragraph (b) of Sec- 
tion 382. Under paragraph (a), the only 
possible limitation involves the com- 


committee statement on Sec- 


plete elimination of all net operating 
loss carryovers from prior years. Thus, 
the assertion by the Commissioner of the 


disallowances provided by Section 269 
would be superfluous. 
Under paragraph (b) of Section 382, 


however, a limitation may involve only 
an insignificant surrender of tax bene- 
fits. For example, if after the reorgani- 
zation the the 
loss corporation emerge with only 19% 
of the stock of the acquiring corpora- 
tion, then the net operating loss carry- 


former stockholders of 
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attorney, is Adjunct Associate Profes- 
sor of Taxation, New York University 
Graduate School of Business Adminis- 
tration; Mr. Cuddihy is a partner with 
the New York City law firm of Havens, 
Wandless, Stitt & Tighe.] 





over will be reduced by 5%. This would 
be a small price to pay for complete 
freedom from the application of the 
provisions of Section 269. 

Despite their reliance on language of 
the Senate Committee Report for other 
purposes, the Regulations for Section 
382 do not deign to make even passing 
reference to this categorical, but perplex- 
ing, assertion. In view of the absence in 
the language of the Code itself of any 
provision, or even of any hint of one, of 
this type, the Treasury Department 
would appear to be justified in ignoring 
what would, in any event, be a most 
disturbing invitation to elude the mighty 
defenses of Section 269, which in recent 
months has turned out to be a prime 
protector of the revenue. 

Section 269 of the 1954 Code is an 
outgrowth of Section 129 of the 1939 
Code, and in many ways the new Regu- 
lations are similar to the Section 129 
Regulations. Both the Code and the 
Regulations require that in order for 
this section to apply the principal pur- 
pose for which the indicated acquisition 
is made must be evasion or avoidance of 
Federal income tax through the secur- 
ing of the benefit of a deduction, credit 
or other allowance which the acquirer 
would not otherwise enjoy. Thus, the 
test is subjective, in contrast to the ob- 
jective tests of Section 382. 

The acquisition referred to is (1) that 
of control of a corporation, directly or 
indirectly, by any person or persons; or 
(2) the acquisition by a corporation of 
property of another corporation where 
the basis of the transferor carries over 
in whole or in part, and where the ac- 
quirer or its stockholders did not con- 
trol the transferor corporation directly 
or indirectly immediately before the 
acquisition. For this purpose, control 
means the ownership of at least 50% of 
the voting stock or 50% of the total 
value of all the stock. Such control may 
be indirect, so that if Z corporation owns 
all of the stock of B corporation which 
transfers its assets to Y corporation for 
all of Y’s stock, then Z and Z’s share- 
holders are also considered to have ac- 
quired control of Y. 

The Treasury asseverates in the Regu- 
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lations what it considers to be the pur- 
pose and scope of Section 269, namely 
to prevent a distortion of the tax liabil- 
ity of a taxpayer via sham transactions.14 
The Regulations cite the same cases that 
were cited in the Section 129 Regula- 
tions, the Commissioner failing to take 
advantage of his opportunity to add sub- 
sequent notable decisions in his favor. 
Under the Gregory! rule, the Commis- 
sioner finds an implication that if an 
acquisition is not germane to the con- 
duct of the business of the taxpayer, 
then it is a sham. 

In the early litigation under Section 
129 the taxpayer often came out ahead. 
Slowly, but persistently, the Commis- 
sioner whittled away, until one of the 
last of the taxpayer’s outposts was the 
Tax Court holding in several cases!é 
that if the acquired corporation con- 
tinues merely to enjoy its own deduc- 
tions and allowances after the acquisi- 
tion, then the acquirer has not secured 
any benefit. The Tax Court has finally 
conceded its error (in a case discussed 
below)!7 in this respect after being re- 
versed by The 
new Regulations take this approach by 
adding a new provision in the Section 
269 Regulations to the effect that an 
acquiring person or corporation may 
secure benefits even though it is the 
acquired corporation which is entitled 
to the deductions and losses.18 


various circuit courts. 


The Regulations do not specifically 
define acquisition to include the owner- 
ship of an option. They do say that the 
term “control” means the ownership of 
stock,19 literally the 
ownership of an option is not the owner- 


and, speaking, 
ship of stock. On the other hand, since 
the control may be direct or indirect, it 
is most probable that an option will 
be given the same values as outright 
ownership. Note, however, that Section 
318, which considers an option equiva- 
lent to ownership, is not referred to 
either in Section 269 or in the Regula- 
tions. 


Examples in Regulations 


Not fact that the 
burden of proof is on the taxpayer to 


satisfied with the 
show that his principal purpose was not 
tax avoidance, the Treasury in its Regu- 
lations attempts to set out certain trans- 
actions which in and by themselves 
will result in the application of the 
limitations of Section 269. Where, for 
example, the Regulations under Section 
129 state that if the requisite control 


and the tax avoidance purpose exist, 
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then the loss will be disallowed, the new 
Regulations state that if the control 
exists, then in effect the principal pur- 
pose of tax avoidance will be implicit 
in certain transactions.20 For example, 
a transfer of a profitable business to a 
newly acquired loss corporation in a 
different business automatically indicates 
that the principal purpose was tax 
avoidance. Similarly, the corporation 
with high earning assets which trans- 
fers them to a newly organized sub- 
sidiary and keeps assets likely to pro- 
duce losses which it can use to carry 
back against past profits ordinarily has 
tax avoidance motives.?1 

This last example is certainly an 
attenuation of the principles of Section 
269 and of the Treasury’s avowed char- 
acterization of the purpose of sections of 
the law dealing with net operating 
losses, namely, that the business which 
produced the loss must be the one to 
absorb it. Here it is neither the acquisi- 
tion of control of a subsidiary by the 
profitable corporation nor the acquisi- 
tion of assets by the subsidiary, which 
indicates a sinister motive, but rather 
the mere shedding of assets by the 
parent and the retention of other assets. 
Thus, the title of Section 269 should be 
expanded to include the word “Reten- 
tions.” There is no discussion of the 
fact that the assets retained may have 
helped to produce the profits against 
which the future losses, if any, will be 
offset, a situation considered commend- 
able by the Treasury in the Section 382 
Regulations. 

Examples of acquisition of property 
which are ordinarily indicative of tax 
avoidance motives are (1) a corporation 
acquires high basis, low value assets in 
order to create tax reducing losses, and 
(2) a subsidiary corporation which has 
large losses from one business and which 
has filed separate returns acquires profit- 
able assets from its parent in another 
business at a time when a liquidation 
would not permit a carryover of the 
losses of the subsidiary to the parent. 
(Presumably Section 381(a)(1) would not 
apply because the basis would be deter- 
mined under Section 334(b)(2) by virtue 
of the two-year rule.) 


Price and basis 


Congress added a new provision to 
the law in Subsection (c) of Section 269. 
This addition not only created new law, 
resulted in almost universal be- 
wilderment, first as to its meaning and 
second as to its purpose. If the purchase 


but 


price is “substantially disproportionate” 
to the total of the adjusted basis of the 
property and of the tax benefits result- 
ing from the acquisition, then there is 
a presumption that the principal pur- 
pose was evasion or avoidance. Clearly, 
the facts which cause the presumption 
to arise are usually not probative of the 
principal purpose. 

The Regulations, following the Sen- 
ate Committee Report, change the 
language from “substantially dispropor- 
tionate” to “substantially less.” In other 
words, if the acquirer does not pay 
enough for the loss corporation or the 
assets, then it is presumed that he was 
not interested in the business but rather 
in the losses. This, paradoxically, ap- 
parently requires the acquiring person 
to pay a specific sum for the loss as well 
as for the assets. In addition, of what 
significance is the adjusted basis of the 
property, when consideration usually de- 
pends on market value? Also, how can 
the tax benefit be measured accurately 
in all cases? 

The Commissioner in his Regulations, 
does not, in taking advantage of this 
presumption, relinquish any of his ad- 
vantages resulting from the existing 
presumption of correctness arising from 
his general determination that the prin- 
cipal purpose was tax avoidance. In 
the recent Baton Rouge? case Judge 
Train, in effect, ignored Section 269(c) 
and held that the taxpayer had over- 
come his existing general burden of 
proof under Section 269 as to principal 
purpose. 

From time to time many practitioners, 
whistling in the dark, have attempted to 
dispel their fears by repeating, hope- 
fully, that if the tests under Sections 
382 and 381 are met, then the provi- 
sions of Section 269 will not apply. The 
Senate Committee Report specifically 
states that this is not so, and the Com- 
missioner is quick, in the Regulations, 
to agree.23 Thus, the hurdle of Section 
269 must be overcome despite the initial 
victory against Section 382. For exam- 
ple, suppose a corporation purchases the 
stock of a loss corporation with the in- 
tention of changing its business to use 
its carryovers. It does nothing in the 
year of the purchase nor in the subse- 
quent year, but in the third year it 
changes the business. As we have seen, 
Section 382 will not apply. Nevertheless, 
because of the corporation’s original 
intent, Section 269 will apply. 

Another example involves a liquida- 
tion under Section 332 in the third year 
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ifter a purchase. Although the carry- 
over will be allowed under Section 381, 
and although Section 382 will not apply, 
Section 269 will, says the Treasury. 

A third example involves the acquisi- 
tion by a profitable corporation of a loss 
corporation and the transfer thereto of 


profitable business with a substituted 
basis. Once again Section 269 will ap- 
ply. 


the 
lreasury is taking nothing for granted, 
because despite the fact that in the 
above examples Section 382 should not 
under the objective tests, the 
Regulations state that if the carryovers 


It is interesting to note that 


apply 


are not eliminated under the provi- 
sions of Section 382, they will be dis- 
allowed under the provisions of Section 


269. 


Libson Shops 

The future with reference to the tax 
success or failure of the utilization of 
loss Carryovers remains in grave doubt. 
Che position of the Commissioner, how- 
ever, does not. The haze of the pro- 
posed Regulations has been deepened 
by a recent series of court decisions from 
which the Commissioner may draw a 
measure of support for his Regulations. 
It is now painfully apparent that the 
Commissioner will continue his attack 
on loss corporations by using a shotgun 
269, 382, 
182 and the so-called doctrine of Libson 


S/ ops.*4 


approach involving Sections 


the recent 
cases in point illustrates the turning of 
the tide generally in the Commissioner’s 


Observation of some of 


favor. Some of these decisions rely on 
interpretations of the meaning of the 
Supreme Court decision in the Libson 
Shops case. In this case, sixteen operat- 
ing corporations which were owned by 
the same interests, and which filed sep- 
arate returns, were merged into a man- 
agement corporation. After the merger, 
the three corporations which had sus- 
tained losses prior to the merger, also 
sustained losses during the taxable year 
as branches of the merged company. In 
its income tax return for the fiscal year 
after the merger, the acquiring corpora- 
tion claimed a deduction under Section 
122 of the 1939 Code as a result of a 
carryover of the pre-merger losses of the 
three loss corporations. The claimed de- 
duction was disallowed by the United 
States district court of the Eastern Dis- 
trict of Missouri, whose decision was 
affirmed by the Court of Appeals (Eighth 
Circuit), and in turn by the United 
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States Supreme Court. The Court de- 
cided that the controversy centered on 
the meaning of the words “the tax- 
payer” and noted that these words were 
omitted fro mthe 1954 Code. The Court 
found it unnecessary to decide whether 
the corporation resulting from a statu- 
tory merger may be treated as the same 
taxable entity as its constituents, by 
finding that it could dispose of the case 
on the basis of the Government’s alterna- 
tive argument, namely that the carry- 
over privilege is available only where 
there is a continuity of business enter- 
prise. The Court agreed that in enact- 
ing net operating loss carryover and 
carryback provisions, Congress primarily 
was concerned with the fluctuating in- 
come of a single business. (In a footnote 
the Court referred to the continuity of 
business required by Section 382(a) of 
the 1954 Code, even where the 
corporation was endeavoring to carry 


same 


over its loss.) 

It was the conclusion of the Supreme 
Court that the corporation resulting 
from the merger was not entitled to the 
the 
which the offset is claimed was not pro- 


carryover “since income against 
duced by substantially the same _busi- 
incurred the The 
Court distinguished the Newmarket? 
case in which a single corporation mere- 
ly changed the state of its incorpo- 
ration via a merger procedure, finding 
that but for the merger, the old corpo- 
ration itself would have been entitled 
to a carryback. Furthermore, the court 
found that Section 129 was inapplicable 
since there was no finding that tax eva- 
sion or avoidance was the principal pur- 
pose of the merger. In the now famous 
footnote No. 9, however, the Supreme 


ness which losses.” 


14 Section 1.269-2(b). 

15 Gregory v. Helvering, 293 U.S. 465 (1935). 

16 E.g., British Motor Car Distributors, Ltd., 31 
TC 437 (1958), rev’d 278 F.2d 392 (CA-9, 1960); 
and The T.V.D. Co., 27 TC 879 (1957). 

17 Thomas E. Snyder Sons Co., 34 TC 400 (1960), 
aff’d 288 F.2d 36 (CA-7, 1961; cert. den. — U.S. —. 
See also Frank Spingelo Warehouse Co., Inc., 37 
TC No. 1 (Oct. 6, 1961), and cases cited therein. 
18 Section 1.269-3(a) (2). 

1® Section 1.269-1(c). 


Court significantly stated: 

“We do not pass on situations like 
those presented in Norway Securities 
Co., 23 BTA 532; Alprosa Watch Corp., 
11 TC 240; A. B. & Container Corp., 14 
TC 842; WAGE Inc., 19 TC 249. In 
these cases, a single corporate taxpayer 
changed the character of its business 
and the taxable income of one of its 
enterprises was reduced by the deduc- 
tions or credits of another.” 

In Revenue Ruling 58-603,26 the Com- 
missioner announced that he would not 
rely on the Libson case under the 1954 
Code as to a merger or any other trans- 
action described in Section 381(a). How- 
ever, he directed attention to Sections 
382(b) and 269 for possible disallowance 
of net operating loss carryovers in such 
transactions. The Commissioner did not 
say that he would not apply the prin- 
ciple of the Libson case in other types 
of transactions. 

In Revenue Ruling 59-395,27 the Com- 
missioner made a further analysis of the 
Libson rule, limiting himself to statu- 
tory merger or transac- 
tions. The Commissioner pointed out 
that the stressed the fact that 
had there been no merger in the Lib- 
son case the loss corporations would 
have had no opportunity to carry over 
their losses since in the succeeding year 
they had no income. Had the carryover 
been allowed to the resultant corpora- 
tion, the sixteen businesses would have 
acquired by merger an opportunity to 
receive the benefit of a carryover to 
which they would not otherwise have 
been entitled. The test is whether the 
income of the resultant corporation is 
attributable to assets acquired by it 
from the absorbed constituent and used 


consolidation 


court 


20 Section 1.269-3(b). 

21 Section 1.269-3(b), Example (3). 

22 Baton Rouge Supply Company, Inc., 36 TC — 
No. 1 (1961). 

%3 Section 1.269-6. 

% Libson Shops, Inc. v. 
(1957). 

% Newmarket Manufacturing Co. v. U. S., 233 F. 
2d 498 (CA-1, 1956), cert. den. 353 U.S. 983. 

2% CB 1958-2, 147. 

7 CB 1959-2, 476. 


Koehler, 353 U.S. 382 
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in continuing the prefusion business 
of such absorbed constituent. The Com- 
missioner reiterated that he would not 
rely on the Libson rule as to a merger 
or any other transactions described in 
Section 381(a) of the 1954 Code. 

The question that has disturbed prac- 
titioners is: To what extent is the con- 
tinuity of the business enterprise rule 
applicable to transactions other than 
merger, including those described in 
footnote 9 of the Libson case? In addi- 
tion, even though the Commissioner 
states that he is not relying on the 
Libson rule in mergers or other reorgan- 
izations under Section 381, is he not in 
effect applying the rule in his Regula- 
tions under Section 269? 


Virginia Metal Products 


At this writing it is not clear how 
far the courts will carry the Libson 
rule, nor is it clear exactly what the 
Libson rule represents. For example, in 
the recent case of Virginia Metal Prod- 
ucts, Inc.,*8 the Third Circuit reversed 
the Tax Court (May 15, 1961) and ap- 
plied what it considered to be the Lib- 
son rule. This case is notable for the 
fact that the Tax Court had specifically 
found that Section 129 of the 1939 Code 
was not applicable because the taxpayer 
had a good business purpose for acquir- 
ing the stock of the loss corporation. 
After the acquisition of the stock, the 
taxpayer sold all of the assets of the loss 
corporation, changed its name, and 
transferred to it a profitable part of its 
own business. (Note that this procedure 
is precisely the type of action disap- 
proved by the proposed Regulations.) 

The Tax Court first held that a loss 
corporation is always entitled to use its 
own loss in any event, an approach 
which it has since abandoned. However, 
it found also that there was a good busi- 
ness purpose for the acquisition. The 
Tax Court was well aware of the Libson 
rule, which had been called to its at- 
tention by the Government. However, 
it noted that in footnote 9 of the Lib- 
son decision the Supreme Court specific- 
ally stated that it was not passing on a 
situation like this one. 

In the Virginia case, the Court of 
Appeals, in a very short opinion, brush- 
ed aside the finding of good business 
purpose and held specifically that the 
Libson rule applied, since there was a 
lack of continuity of business enterprise. 
The business which suffered the losses 
was not the one attempting to use them. 
In fact, said the court, the Libson case 
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was even stronger for the taxpayer since 
the same shareholders and the same 
business were involved. The court also 
interpreted footnote 9 to mean that 
the Supreme Court was simply confin- 
ing its decision to the facts before it. 

It is true that the Virginia case in- 
volved the 1939 Code, and it is also 
true that the Commissioner has indi- 
cated in published rulings that under 
certain circumstances he will not apply 
the Libson rule under the 1954 Code. 
Nevertheless, the reasoning of the Third 
Circuit is so broad that if it were fol- 
lowed literally, net operating losses 
could never be used unless by some 
business miracle a business which for- 
merly could produce only losses sudden- 
ly began to manufacture profits. 

How far must the identity of business 
enterprise be carried? Is it enough if the 
same type of business is carried on? The 
Court of Appeals decision in the Vir- 
ginia case is not enlightening, inasmuch 
as the profitable business (steel prod- 
ucts construction) was not the same as 
the unprofitable business (manufacture 
of aluminum storm doors and windows 
and sales and service of automatic fur- 
nace stokers). In several decisions prior 
to the reversal of the Virginia decision 
the Tax Court did not appear to be 
concerned about the continuity of the 
business enterprise problem, and even 
where the Commissioner was upheld, it 
was on the basis of tax avoidance mo- 
tive. 


Snyder 


In the case of Thomas E. Snyder Sons 
Co.,2® the Tax Court reversed one of its 
long standing positions, but carefully 
and precisely distinguished its Virginia 
Metal Products decision. The Tax Court 
had traditionally espoused the view that 
Section 129 applied only where the per- 
son acquiring control of a corporation 
was the taxpayer seeking the benefit of 
a loss carryover and that the section did 
not apply where the taxpayer was the 
corporation whose control was acquired. 
In the Snyder case, the Tax Court took 
cognizance of the decisions in British 
Motor Car Distributors, Ltd.8° Coastal 
Oil Storage Co.,31 and Mill Ridge Coal 
Company v. Patterson? and_ stated, 
with reference to its previous position 
governing Section 129: 

“In this we are now convinced we 
were in error and we will no longer 
follow British Motor Car Distributors, 
Ltd., supra, and the cases cited therein 
on this point.” 


The Tax Court (in a decision which 
was reviewed by the entire court) then 
most significantly stated: 

“In so saying we are not unmindful 
of the recent case of Virginia Metal 
Products, Inc., (33 TC 788) where 
language approving the opinion of this 
court in British Motor Car appears. 
It is not necessary here to disapprove 
Virginia Metal Products, Inc., because 
there it was specifically found that ‘ac- 
quisition by Virginia . . . was made for 
a bona fide business purpose, and not 
principally for the interdicted purpose 
mentioned in Section 129 of the In- 
ternal Revenue Code of 1939.’ We have 
here made a contrary finding.” 

The Tax Court has not subsequently 
departed from this clearly stated posi- 
tion and it appears that if there has 
been no principal purpose of tax avoid- 
ance in the acquisition, the Tax Court 
will remain a favorable forum for the 
taxpayer.32a 


Mill Ridge 

In the Mill Ridge Coal Co. case, the 
decision was based upon the authority 
of the Libson Shops doctrine and Sec- 
tion 129(a). Indeed the Court of Appeals 
emphasized and re-emphasized that the 
taxpayer had no authentic business pur- 
pose in dissolving the corporation and 
acquiring a new corporation through 
the purchase of its stock, and it found 
abuse in the loss carryover deductions, 
as well as a principal purpose of tax 
avoidance. It even agreed with the 
Commissioner's labelling of the entire 
matter as a “. . . neatly confected ar- 
rangement, having no business purpose 
and no business result, but only the pur- 
pose of avoiding taxes and achieving 
a tax windfall .. .” It is to be gravely 
doubted that the case would have been 
so decided had there been no such tax 
avoidance found by the district court 
and the Court of Appeals. Contrariwise, 
it was not necessary to the decision that 
the court refer to Libson Shops, which 
it did almost as an afterthought, having 
carefully first pointed out the tax avoid- 
ance motive. 


Army Times Sales 


In a recent Tax Court case, Army 
Times Sales Company®® both Sections 
129 and 269 were involved. The lan- 
guage of the court in this case may lend 
some support to the Commissioner for 
his unyielding approach in his Regula- 
tions. An individual who controlled 4 


corporation in the publishing business 
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icquired for $1.00 all of the capital stock 
nd the outstanding note of a corpora- 
ion, also in the publishing business, 
vhich had had substantial net operating 
sses. The individual agreed also (1) to 
idertake to provide as loan or capital 
tribution sufficient funds to enable 
he loss corporation to compromise or 
herwise satisfy its current liabilities, 
to cause the corporation to enter 
nto employment contracts with its per- 
sonnel, and (3) to cause it to fulfill its 
ubscription obligations. Thereafter the 
orporate structure of the loss corpora- 
ion was used for the purpose of establish- 
ing a sales company for the individual's 
profitable publishing corporation, and 
loss corporation’s name was suitably 
1anged to reflect its new line of busi- 
ss activity. Subsequently the loss cor- 
oration issued to the individual, ten- 


ir debentures in exchange for its 


held, which 
en due and payable. The furniture 


yromissory note he was 
nd fixtures of the loss corporation were 
en moved to the offices of the profit- 
ble publishing company. 

[he two corporations then entered 
nto an agreement providing for the 
ss corporation to receive certain com- 
ssions for subscriptions to be ob- 
ined by it on behalf of the profitable 


yublishing 


Thereafter em- 
loyees were transferred back and forth 


company. 


tween the two companies. 

In subsequent years the loss corpora- 
on deducted its net operating losses, as 
well as accrued interest on the deben- 
ture bonds against its new income. Cer- 


in of the bonds were redeemed, and 


ith respect to these the individual re- 
orted a capital gain. 
Che Commissioner contended not only 


at the principal purpose of the in- 
lividual for acquiring control of the 
SS Corporation was to evade or avoid 


ederal income tax by securing the bene- 
fit of deductions for the net operating 


losses, 


but also by securing the benefit 


interest deductions (both through the 


orporation), and the benefit of capital 
gains treatment (on his own return). 
Furthermore, the Commissioner claimed 
that the business which produced the 
income was not that which produced 
the losses and that, therefore, the tax- 
payer was not the same taxpayer that 
had incurred the losses. 

[he taxpayer argued that the ac- 
quisition was in furtherance of a busi- 
ness purpose, and that the decision to 
change the taxpayer’s business was made 
subsequent to the acquisition of control. 





To this contention the court replied: 

“The judicial ascertainment of some- 
one’s subjective interest or purpose 
motivating actions on his part is fre- 
quently difficult. One method by which 
such ascertainment may be made is to 
consider what the immediate, proxi- 
mate, and reasonably to be anticipated 
consequences of such actions are and to 
reason that the person who takes such 
actions intends to accomplish their con- 
sequences. This reasoning is implicit in 
the Latin maxim ‘acta exteriora indicant 
interiora secreta’, and in the more home- 
ly English adage ‘actions speak louder 
than words’. 

“In the instant case the immediate, 
proximate, and admittedly anticipated 
results of the acquisition of Sales Com- 
pany by Ryder were the securing to him 
of definite and valuable tax advantages.” 

Accordingly, not only were the net 
operating losses and the interest deduc- 
tions of the corporation disallowed,33a 
but the individual’s claim for capital 
gain treatment of the income from the 
redemption of the debenture bonds was 
also disallowed 
dividend 


transformed into 
income. Here we have a 
double-barrelled blast indeed! The court 
adopted the “look-through” approach 
with regard to the corporate deduc- 
tions, and then fired at the individual 
directly by asserting that he took direct 
advantage of the corporate interest de- 


and 


duction by claiming a capital gain on 
his own return. The latter appears to 
be more of an extension of the provi- 
sions of Sections 129 and 269 than is to 
be found in the Regulations. 


Kolker Bros. 


Perhaps one of the most interesting 
and important cases to be decided re- 
cently in this long series of loss corpo- 
ration cases is that of Kolker Bros., Inc.34 
The taxpayer, incorporated to deal in 
foods and beverages, had operated an 
unprofitable retail grocery 
Its and 
stockholder was a minority 


and liquor 
store. president controlling 
stockholder 
in an insolvent corporation engaged in 
the hotel supply business consisting of 
selling food (principally meat) to hotels, 
restaurants, and home freezers. The tax- 
payer acquired the assets of the in- 
solvent corporation and operated them 
at a profit. After some months it dis- 
posed of the unprofitable retail grocery 
and liquor business, and then applied 
its net operating loss from that business 
against income from the hotel supply 


business. The Commissioner attacked 
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the transaction, relying heavily on the 
Libson Shops and Mill Ridge Coal Com- 
pany cases. The Tax Court (the decision 
being rendered by the same judge who 
decided the Army Times Sales Company 
case) brushed aside the Government's 
arguments and pointed out the follow- 
ing distinguishing marks of the case: 
“(1) In the instant case ‘a single cor- 
porate taxpayer changed the character 
of its business’ but did not change the 
essential nature of its business (see foot- 
note 9 of Libson Shops, Inc. v. Koehler), 
(2) there was here ‘a continuity of busi- 
ness enterprise,’ with the same taxpayer 
by its own operations earning the in- 
come and sustaining the losses involved, 
(3) petitioner acquired the assets for a 
fide and there 
was no aim or purpose motivating the 


bona business purpose 
transaction here to obtain a tax ‘wind- 
fall’ or to accomplish indirectly what is 
prohibited by Section 129, and (4) the 
income against which the offset is 
claimed was produced by substantially 
the same business which produced the 
income since both the income and the 
losses resulted from the retail sales of 
food and provisions made by petitioner 
the income 


was derived not from the retail sales of 


corporation even though 


all types of food products and bever- 
ages to the general public, but from a 
more restricted and intensified special- 
ization in that general business involv- 
ing the sale of one principal type of 
food to a limited class of customers.” 
The decision in Kolker Bros. does not 
support the Commissioner's approach as 
exemplified in his proposed Regula- 
tions. In the first place, Section 382 does 
not appear to be applicable because 
there was no acquisition of stock of a 
corporation. (It will be interesting to 
see whether the Commissioner will ever 


28 See note 1 in our Nov. 1961 article, 15 JTAX 
278. Certiorari has since been denied in this case. 
2 Supra, note 17. 
80 Supra, note 16. 
3125 TC 1304 (1956), rev’d 242 F.2d 396 (CA-4, 
1957). 
82964 F.2d 713 (CA-5, 1959), cert. den. 361 U.S. 
816. 
32a However, in J. G. Dudley Co., Inc., 36 TC No. 
112 (1961) the court, in addition to finding the 
prohibited motive, stated that if the Libson rea- 
soning were applied, there was lacking the re- 
quired continuity of business enterprise which 
would justify the allowance of the carryover, re- 
gardless of whether or not there existed tax avoid- 
ance motive when control was acquired. Further, 
in Frank Spingolo Warehouse Co., Inc., supra note 
17, the court, after holding for the Commissioner 
on the principal purpose issue, noted that some 
eases furnished strong support for this view. 
33 35 TC — No. 75 (1961). 
33a The same result was reached in Brown Dyna- 

lube Co., Inc., 20 TCM 255 (1961). 

% 35 TC — No. 38 (1960). 
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argue that the acquisition of all the 
business assets of a corporation is tanta- 
mount to acquisition of the stock of 
such corporation so as to make Section 
382(a) applicable.)?5 In terms of the 
provisions of the Regulations relating 
to change of business, the maneuvers of 
the taxpayer in the Kolker Bros. case 
would run afoul of the Commissioner’s 
position that an amalgamation of loss- 
producing assets with profit-producing 
assets which has the result of permitting 
the profits of one business to be offset 
by the losses of another will not be 
The Commissioner can _ hard- 
ly be expected to agree with the court’s 
finding that although the character of 
the business was changed the essential 
nature was not. The view of the Com- 


allowed. 


missioner, according to the Regulations, 
is that it is not the type of business 
which must remain the same but rather 
that the profit-producing assets must be 
those which produced the losses (except 
where a profitable business is added to, 
not substituted for, a loss business). 
Similarly, the Commissioner will prob- 
ably take a dim view of the finding of 
the court that there is a continuity of 
business enterprise simply because the 
same taxpayer earns the income. 

The problems occasioned in this area 
by the concepts of continuity of the 
business enterprise and continuity of the 
business entity, as well as that of con- 
tinuity of ownership, are well exempli- 
fied by a case involving a net operating 
loss carryback.36 In this case a subsidiary 
corporation in the plastics business was 
liquidated into its parent which oper- 
ated a leather business. In the year of 
liquidation, the parent sustained an 
operating loss in the plastics business, 
which it desired to carry back against 
the separate income of the plastics sub- 
sidiary of a pre-liquidation year. The 
that 
parent could carry its loss back only 
pre-liquidation 
come, even though the latter income 


Commissioner contended the 


against its own in- 
was earned by the parent in a different 
(the leather business). The 


district court agreed with the Govern- 


business 


ment.87 (The principal issue revolved 
around the 1939 Code question of who 
was “the taxpayer’.) The court found 
that the Newmarket case could not be 
followed because the liquidation had 
taken form of a statutory 


not the 


merger. 

In considering the appeal of the 
Donovan decision, the chief judge of 
the First Circuit deplored the perils of 


December 1961 


misunderstanding incident to the draft- 
ing of a judicial opinion (referring to 
his own opinion in Newmarket). It was 
not, said the court, the statutory merger 
in Newmarket which permitted the 
carryback, but rather that the ownership 
and all other important attributes of 
the business which suffered the loss and 
the business which had earned the in- 
come were unchanged. Thus, the leather 
business and the plastics business were 
both carried on by the surviving parent. 
Of great importance to the court was 
the fact that if the taxpayer had carried 
on business in almost any other way, 
the carryback would have been allowed: 
For example, if there had been no 
liquidation, and separate returns had 
been filed; if there had been no liquida- 
tion and a consolidated return had been 
filed; or if there had been a statutory 
merger. The court pointed out that in 
the decision it had over- 
come the hurdle that the carryback 
back privilege is available only to the 
identical “legal entity”, and that the 
Supreme Court in Libson had appeared 
to approve this decision. 

Thus, it was no longer proper to de- 
cide this issue on the basis whether a 
merger was involved rather 
than some other form of reorganization. 
It would be defeating the purpose of 
Congress to allow a tax-free liquidation 
to eliminate a carryback which would 
otherwise have been available. In this 
case, therefore, we find a successor tax- 
able entity acceding to a refund result- 
ing from the carryback of a loss in- 
curred by one business against income 
realized by the same business, but in a 
different corporate shell. 

In the very recent F. C. Publication 
Liquidating Corporation case38 the tax- 
payer tried to take advantage of the 
apparent rule that if the same type of 
business is carried on the loss will be 
allowed. In this situation, the successful 


Newmarket 


statutory 


publisher of one magazine consolidated 
with the very unsuccessful publisher of 
another magazine. According to intra- 
company memoranda which found their 
way into the record, the executives of 
the taxpayer believed that their tax 
position would be helped if they con- 
tinued to publish the unsuccessful maga- 
zine for several issues after the 
solidation. The court upheld the Com- 
attack under Section 129, 
pointing to the fact that at the time 
of the merger the loss corporation was 
an insolvent shell, the value of its name 
and subscription list being entirely con- 


con- 


missioner’s 


jectural. There was every indication that 
there was no intention to publish the 
unprofitable magazine for more than six 
months. In addition, it was estabished 
by testimony at the trial that the tax 
loss was a prime purpose of the acquisi- 
tion. The court found that it was the 
principal purpose. 


Conclusion 


It appears at this writing that the 
only decision which has held that the 
doctrine of Libson Shops and Mill Ridge 
applies even when there has been a 
finding of no tax avoidance is that in 
the Virginia Metal Products case. Un- 
fortunately, the Supreme Court has 
denied certiorari in this case, thus re- 
linquishing the opportunity to explain 
the rationale and meaning of the Libson 
Shops decision, in the light of the 
dozens of loss carryover cases decided 
and pending since that decision which 
it refused to pass on in footnote 9. 

In its petition for certiorari, the tax- 
payer in the Virginia Metal case cited 
a conflict of the Third Circuit decision 
in this case with that of the Ninth Cir- 
cuit in Hawaiian Trust Company v. 
United States.3® In the Hawaiian case 
the district court4® had found, based 
on stipulated facts, that the prime pur- 
pose of the acquisition of the stock of 
the loss corporation was tax avoidance. 
In reversing, however, the Circuit Court 
held that even though a question of 
fact was involved it was entitled 
overrule the lower court in drawing a 
conclusion from stipulated facts. Of 
great importance among the agreed facts 
was a finding that the officials of the 
acquiring corporation did not know the 
book value of the high basis assets which 
were later sold and did not consider 
the tax aspects of the transaction, until 
after the purchase of the stock and after 
the sale of the assets. Thus, held the 
court, if a business purpose exists at 
the time of the acquisition, a subsequent 
consideration of the tax benefits of the 
transaction will not invoke the sanctions 
of Section 129. 


to 


% For a “substance over form’ approach in an- 
other area, see Rev. Rul. 61-156, IRB 1961-34, 10, 
in which a purported sale of assets followed by a 
Section 337 liquidation was held to be a reorgani- 
zation, despite the retention of only a 45% stock 
interest by the original stockholders. 

% F, C. Donovan, Inc. v. United States, 261 F.2d 
470 (CA-1, 1958). 

87159 F.Supp. 1 (D.C. Mass., 1958). 

88 36 TC — No. 82 (1961). 

3% —. F.2d — (CA-9. May 26, 1961), 61-1 USTC 
4 9481. 

40 178 F.Supp. 637 (D.C. Hawaii, 1959). 
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Many feel that the Libson Shops de- 
cision is so vague and ambiguously 
phrased as to provide little assistance 
to the tax practitioner. The combina- 
tion of the Libson Shops case and the 
proposed Regulations, superimposed 
upon irreconcilable cases, provides a 
virtually 


insurmountable problem to 


CA-2 finds a Section 


careful tax planning in this area. There 
is no question but that a re-evaluation 
of the entire loss corporation field is 
vitally necessary in statute and regula- 
tions. However, additional decisions on 
these vexations and important problems 
from the Supreme Court of the United 
States would be most welcome. w 


534 statement did 


shift burden of proof; Tax Court reversed 


by THEODORE BERGER 


In a most significant decision, the first for the taxpayer on the burden of proof 


ssue in accumulation of earnings cases, the Second Circuit in Gsell (9/22/61) found 


that the filing of a statement by the taxpayer detailing its reasons for accumulating 


irplus did shift the burden to the Commissioner. Prior to this decision, tax men 


ere in agreement that the 1954 Code provisions shifting the burden had been 


effect nullified by the Tax Court’s procedure of not ruling on the burden issue 


specifically. Gsell may force a change in the Tax Court outlook and provide a new 


defense for the taxpayer. 


A UssION by me of the burden of 
Ll proof problem as it stood prior to 
Gsell appeared in these columns in the 
November issue (15 JTAX 281). It was 

review of Smith (6/28/61) a Ninth 
Circuit case also involving burden of 
proof in an accumulated earnings tax 
case. The Ninth Circuit holding there is 
contrary to the Second Circuit position 
Gsell (which 
irticle had gone to press). 


in after 


appeared my 

In the Gsell case, the taxpayer filed a 
24-page statement of its reasons for ac- 
cumulating surplus. The Second Circuit, 
the held that 
detailed effective 


Tax Court, 


reversing 


this statement 


was 
under Section 534 to shift the burden 
proof on the question of reasonable 
yusiness needs to the Commissioner. 
The the 


record as a whole that the proscribed 


Tax Court had found from 


purpose of avoiding surtax to the share- 
holders was present. It was there follow- 


ng its established practice of not ruling 
m the burden of proof issue, but mak- 
ing its determination the 


from record 


as a whole. 

In my previous article I pointed out 
that this practice of the Tax Court had 
in effect nullified the provisions of Sec- 
tion 534 which were supposed to shift 
the burden of proof to the Commis- 
sioner when the taxpayer filed such a 
The Circuit 
igrees. It cites approvingly the decision 


statement. Second now 


of the First Circuit in Young Motor Co. 


(288 F.2d 488). The Young Motor case 
was not directed specifically to the bur- 
den of proof issue, but the First Circuit 
also thought it necessary to remind the 
Tax Court that the issue or reasonable 
business needs was separate from the 
ultimate issue of the surtax avoidance 
purpose. 

The taxpayer was in the business of 
importing Swiss watch movements and 
assembling them into completed watches. 
It alleged in its statement, and before 
the Tax Court, that it had at various 
times 


large outstanding commitments 


representing one or two years’ pur- 
chases. To gain a full discount, it had 
to pay for the movements, including 
substantial import duties, within eight 
days after the date of shipment. 
Taxpayer had a history of unprofit- 
able operations before the highly profit- 


able postwar years which were at issue. 


The controlling stockholder _ testified 
that he was determined to build up the 


financial condition of the corporation 
so that it could meet its purchase com- 
mitments without resorting to outside 
borrowings. The surplus funds of the 
taxpayer-corporation were invested in 
marketable stocks and bonds which 
could be converted to cash to meet the 
purchase commitments. The Commis- 
sioner relied almost entirely on these 
outside investments to show unreason- 
able surplus accumulation. There was no 


evidence that the surplus funds of the 


Corporations, stockholders + 


345 


taxpayer-corporation had ever been used 
by the shareholders in the form of loans 
or otherwise. 

The Second Circuit finds error in the 
Tax Court’s determination that there 
was a surtax avoidance purpose. It holds 
that it was clearly erroneous for the 
Tax Court to find this purpose. The 
Commissioner had failed to meet his 
burden of proof on the issue of the 
unreasonable business needs and so 
there was no presumption of the pro- 
scribed purpose. The record contained 
no other evidence of a motive to avoid 
the shareholders’ taxes. 

The appellate court found it neces- 
sary to distinguish those decisions, in- 
cluding its own in Dixie, Inc. (277 F.2d 
526), which had the Tax 
Court’s practice of avoiding ruling on 
the incidence of the burden of proof 
and deciding the ultimate issue of sur- 
tax avoidance purpose from the record 


affirmed 


as a whole. This procedure is accept- 
able, says the Second Circuit, when the 
unreasonableness of the accumulation is 
clear and there is no justification in tax- 
payer’s business for the accumulation. 
But, the court goes on, 

“In the close case, it is crucial to de- 
termine whether the Commissioner has 
the burden of persuading that the ac- 
cumulation was unreasonable or whether 
the taxpayer has the burden of per- 
suading that the accumulation was rea- 
sonable. Congress purposefully inserted 
Section 534 into the Internal Revenue 
Code of 1954 the courts have a 
duty to give the section its intended 


and 


effect. Taxpayer having here submitted 
a statement sufficient to shift the bur- 
den of proof on the issue of whether the 
accumulations were beyond the reason- 
able needs of the business to the Com- 
missioner, the Government must assume 
the burden of persuasion that the ac- 
cumulation was unreasonable.” 

The Gsell decision is the first victory 
for the taxpayer on the burden of proof 
issue. The combined effect of this case 
and the First Circuit’s opinion in Young 
Motor Co. may be sufficient to cause the 
Tax Court to review its thinking on the 
effect of burden of proof in accumulated 
earnings tax cases. While the court did 
not consider the question of the Tax 
Court’s procedure as to the burden of 
going forth with the evidence, the case 





[Mr. Berger, one of the editors of THE 
Journav’s Shop talk column, is with 
the law firm of Kahn, Adsit & Arnstein, 
Chicago, Illinois.] 
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may also be significant here. This deci- 
sion will require the Commissioner to 
come forward with positive evidence and 
not rely in the Tax Court on the weak- 
ness of the taxpayer’s case. 

Since Gsell involved 1939 Code years, 
the Second Circuit did not have a chance 
to consider an important issue which 
will arise under the 1954 Code: who has 
the burden of establishing the accumu- 
lated earnings credit, which depends on 
undistributed 
which was retained for reasonable busi- 


the amount of income 
ness needs. It remains to be determined 
whether the taxpayer’s Section 534 state- 
it of the 
establishing this credit. 


ment will relieve burden of 


CA-9 and Tax Court overrule 
IRS; state taxes on 337 gain 
are held deductible 


che IssuE in McDonald, (36 TC No. 
109), 

may deduct state income taxes which are 
to the 
liquidation producing gain not recog- 
nized 337 of the Code. 
The Tax Court joined the Ninth Cir- 


was whether a _ corporation 


attributable sale of assets in 


under Section 


cuit in omitting any reference to a 
contrary revenue ruling on the precise 
question; the Tax Court here reafirmed 
its prior sound position that such items 
are deductible. 

In McDonald, it was decided that such 
gain was not “wholly exempt” from in- 
come taxes, and thus the expenses at- 
tributable to the gain should not be dis- 
265.1 The 
Court followed the recent decision in 
Hawaiian Trust Co., Ltd. v. U. §. (CA-9, 
No. 16859, May 25th 1961, 61-1 USTC 
€9481, (reversing the district cout) in 
for income 
identical facts. Both 
the Tax Court in McDonald and the 
Ninth Trust Co., 
Lid. completely ignored Revenue Rul- 


allowed under Section Tax 


allowing deduction state 
§ 


taxes on almost 


Circuit in Hawaiian 


ing 60-236, 1960-2 CB 109, which fol- 
lowed the lower court holding in 
Hawaiian Trust Co., Ltd. 


The cases and the ruling all refer to 
the initial decision in this area, that of 
Cotton States Fertilizer Company, (28 
TC 1169 (A)). In Cotton States, the Tax 
Court's view was that the fees paid to an 
architect and a contractor were deducti- 
ble, even though allocable to the receipt 
of property insurance proceeds which 
were not recognized as gain under the 
conversion of 


involuntary provisions 


‘ Section 265 disallows expenses allocable to wholly 
exempt income. 


December 1961 


the Code. The reasoning of the Tax 
Court in Cotton States was that such 
proceeds were not “wholly exempt” 
from income tax, since the basis adjust- 
ment had the effect merely of postpon- 
ing the tax to the taxpayer which in- 
curred the expense. The Commissioner 
subsequently agreed with this decision. 

In McDonald and Hawaiian Trust 
Co., Ltd., the expenses were again held 
deductible on the ground that they were 
not allocable a class of income 
“wholly exempt” from income tax, but 
somewhat different reasoning was used. 
The nonrecognized gain under Section 
337 was held not “wholly exempt” since 
it was to be reported by the share- 
holders as a liquidating distribution. 
Thus, the nonrecognized gain is not 
“wholly exempt” since it is required to 
be picked up by a different taxpayer at 
different tax rates. 


to 


The Commissioner apparently takes 
the position that “wholly exempt” refers 
only to the exclusion from income to 
the incurred the 
pense in question. Only in this way can 
his acquiescence in Cotton States, and 
his holding in Revenue Ruling 60-236 
be reconciled. However, the Tax Court 
and the Ninth Circuit soundly 
literally interpret the statutory language, 
in their holding that as long as the in- 


taxpayer which ex- 


and 


come is subject to tax under Subtitle A 
of the Code, whether or not such tax 
is imposed upon the taxpayer deduct- 
ing the expense, it is not “wholly ex- 
empt.” Thus, the literal language of 
the Code is properly followed, in that 
as long as an identifiable income item 
is subject to any income tax under 
subtitle A, it is not “wholly exempt” 
within the meaning of Section 265, and 
expenses allocable to such income are 
deductible. w 


Treasury urges market value 
on inter-corporate dividends 


Rosert H. Knicut, General Counsel of 
the Treasury Department recently rec- 
ommended to the Ways & Means Com- 
mittee that the law be changed to tax 
intercorporate dividends of appreciated 
property on the basis of fair market 
value at the time of receipt rather than 
cost basis of the property. 

This rather surprising recommenda- 
tion for general change in the law was 
made in connection with H.R. 7349, 
which is intended to provide relief in 
divestitures required under the anti- 
trust laws, the current duPont- 


as in 


General Motors case, in which disposal 
by duPont of its very substantial hold- 
ings of General Motors stock is required. 

“Under existing law’, said Mr. 
Knight, “or under H.R. 7349 corporate 
shareholders of duPont common stock 
would be subjected to a disproportion- 
ately small amount of the tax conse- 
quences of the contemplated distribu- 
tion because of a peculiarity in the law 
relating to imtercorporate dividends. 
Under Section 301 of the Code corpo- 
rate shareholders now receiving a divi- 
dend distribution of appreciated prop- 
erty include as income only the cost 
basis of the property rather than the 
full fair market value. Hence, any ap- 
preciation in value of such property 
completely escapes the intercorporate 
dividend tax. The magnitude of the tax 
avoided is highlighted by the facts of 
the du Pont case. For example, we are 
informed that Christian Securities Cor- 
poration, holding some 13.4 million du- 
Pont shares, would pay an intercorpo- 
rate dividend tax on the receipt of the 
18.4 million General Motors shares al- 
locable to it on divestiture of only about 
$3 million; whereas, if the intercorporate 
dividend tax were imposed upon the 
fair market value of the property re- 
ceived, the tax would be more than $63 
million. 

“We urge that consideration be given 
to imposing the intercorporate dividend 
tax against the fair market value of 
property received by a corporation, but 
that the recipient corporation obtain 
only a carryover basis for the property 
except where such basis is less than the 
amount included in the corporation’s 
income after application of the inter- 
corporate dividend-received deduction. 
This would generally provide a mini- 
mum carryover basis of 15 per cent of 
the fair market value of the property. 
Such an amendment would also necessi- 
tate a technical adjustment in the pres- 
ent rules for computing the earnings 
and profits of the recipient corporations. 
This formula, when tested against the 
total taxes payable if the distributee then 
sells the property received, would result 
in their equalling approximately the 
total taxes that would-be payable if the 
distributing corporation had converted 
the property to cash and distributed the 
proceeds. 

“We feel that such an amendment is a 
needed improvement in the tax law and 
should be made generally applicable to 
all intercorporate dividends rather than 
be limited to divestiture cases.” bs 
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idvances by incorporators created bona 
fide indebtedness. The incorporators of 
taxpayer transferred to the corporation 

tract containing sand and gravel de- 
posits valued in excess of $255,000 in re- 
turn for its capital stock. They also ad- 
vanced to the corporation $128,000 for 
operating funds. Promissory notes due 
in one year, with interest at 6%, were 
The notes 
were all paid in full, with interest, and 


executed for the advances. 
were at all times treated as indebtedness 
yn the corporate books. The court notes 
this is not a case of thin capitalization 
s the ratio of indebtedness to equity 
capital is about | to 2. It concludes that 
the corporate notes evidenced valid in- 
debtedness giving rise to a bona fide 
debtor-creditor relationship. The inter- 

paid on the notes is therefore de- 
the thereof 
distributions 


ductible, and repayments 


did constitute dividend 


with respect to the stock. Mason-Dixon 


Sand and Gravel Co., TCM 1961-259. 


1950 stock redemption, in absence of 
any attribution rules, not considered 
equivalent to a dividend. {Old law] In 
1950 a family corporation redeemed all 
of taxpayer’s preferred stock. The court 
notes that since the redemption took 
place prior to the 1954 Code, the family 
attribution rules of stock ownership were 
not yet applicable; it finds the redemp- 
tion was not essentially equivalent to a 
dividend. There was no pro rata re- 
demption among either the common or 
preferred stockholders, and the corpo- 
rate records showed a consistent pattern 
paying substantial dividends. Est. of 
uner. TCM 1961-245. 

Buyer of all corporate stock can’t say 
took after 
acquisition should be taxed to sellers. 


dividend he immediately 
faxpayer, wholly owned by one indi- 
dual, was formed to purchase the stock 
a piston company. Taxpayer bor- 
wed the money to effect the purchase 
nd the piston company transferred to 
taxpayer funds to repay the loans. The 
transaction took this form because the 
sellers refused to pay dividends to them- 
lves prior to sale. Taxpayer reported 
transaction as a dividend and took 

the 859% dividend credit. On its return 
taxpayer denied that it was a personal 
though it showed 
thereon that it had only one stockholder 


iolding company 
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and that over 85% of its income was 
from dividends. The taxpayer now 
argues that since the payment to it by 
the newly purchased piston company 
was for the benefit of the sellers, they, 
not it, should be regarded as receiving 
dividend income. The court holds the 
taxpayer to the form of the transaction 
it carried out—the receipt was a dividend 
to it. But not liable for 
penalty to file a personal holding com- 
pany return; all the data necessary to 
show that it did qualify was shown on 
its return. McKinley 
Ohio, 36 TC No. 120. 


taxpayer is 


Corporation of 


*IRS refuses to follow Coady; it won't 
allow tax free division of one integrated 
business. In Edmund P. Coady (33 TC 
771, aff'd CA-6, 289 F.2d 400), a corpo- 
ration operating one integrated business 
was owned equally by two individuals. 
Differences arose between them and they 
agreed to divide the business as follows: 
the corporation transferred one-half its 
assets to a newly-formed corporation in 
exchange for all its stock. The old com- 
pany then distributed the stock to one 
of the individuals in exchange for his 
stock in it. The court held the distribu- 
tion was tax-free under Section 355 and 
the IRS regulation denying such treat- 
ment to the division of a single busi- 
ness was invalid. The IRS has now an- 
nounced that it will not follow this de- 
cision. TIR No. 339 (10/3/61). 

Incorporation taxfree; stepped-up basis 
denied. When the 
setting business contemplated retiring, 


owner of a_ type- 
several of his’ employees organized a 
corporation to continue the business. 
The corporation got an option to pur- 
chase the assets and was about to exer- 
cise it when the owner sought tax coun- 
sel. He advised that the owner would 
avoid a substantial long term capital 
gain tax if both he and the corporation 
would transfer their assets to a new 
corporation (taxpayer) in exchange for 
preferred stock for himself and common 
stock for the employees’ corporation. 
This plan was adopted and taxpayer 
claimed the basis for the assets so ac- 


quired by it was fair market value, the 
price called for in the original option 
which was also the same as the value 
of the preferred stock received by the 
owner. The Commissioner held that the 
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transaction qualified under Section 351 
and that taxpayer had a substituted basis 
under Section 362. The Tax Court 
agrees. This is a classic case for caveat 
emptor. Even if, as claimed, the owner 
practiced fraud on the employees’ corpo- 
ration, that has not relevance to the 
tax consequences. The form versus sub- 
stance rule of the Gregory case is in- 
applicable; taxpayer is not a paper 
corporation but a real functioning en- 
tity, even though originally created as a 
“standard tax-saving device.” Finally, al- 
though the deal could have been made 
as originally planned, with different tax 
consequences, it was not and what was 
done must control. Russell, 
36 TC No. 99. 


Gus Inc., 


Boat expenses incurred by corporation 
are not income to controlling share- 
holder. Taxpayer owned controlling in- 
terest in a corporate automobile dealer- 
ship which 


and used 


motorboats for entertaining customers 


acquired two 
and prospective customers. The corpo- 
ration paid the expenses required in 
the maintenance of the boats which con- 
sisted primarily of salaries, insurance, 
major repairs, and depreciation. Tax- 
payer himself paid for all fuel, food, re- 
freshments, and minor repairs regarding 
the boats. Less than 10°% of the use of 
the boats was by taxpayer and his fam- 
ily; and over 90% of the 
boats was in furtherance of 


use of the 
the busi- 
ness of the corporation. This court finds 
that the expenses incurred by the corpo- 
ration in maintaining the boats were 
not income to the controlling share- 
holder. Gottlieb, DC La., 8/25/61. 


Purchase of oil and gas properties by 
corporation from sole shareholder up- 
held for tax purposes. The stock of 
taxpayer was owned by a_ non-profit, 
exempt corporation. In 1951, taxpayer 
purchased from its parent certain oil 
and gas properties and related equip- 
ment for cash and _ interest-bearing 
vendor’s lien notes, the parent retain- 
ing an 80% net profits overriding roya!- 
ty interest as to one property, and as to 
another group of properties, a 24rds of 
7ths overriding royalty interest. There- 
after, taxpayer operated the properties 
and duly paid off the vendor's lien 
notes. Taxpayer deducted the amount 
of interest paid on the vendor's lien 
notes in computing its taxable incom». 
Likewise, taxpayers calculated its allow- 
ances for depreciation and depletion 
upon the basis of its costs as determin -d 
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by allocations of the total purchase 
price of the properties and equipment. 
The Government disallowed the inter- 
est deduction, and the depletion and 
depreciation deductions to taxpayer, 
contending that the basis of the prop- 
erties in the hands of the taxpayer was 
the same as the basis when owned by 
the parent. Further, the Government 
taxed the payments made on the net 
profits and overriding royalty interests 
as a part of the gross income of taxpayer 
and not as income of taxpayer’s share- 
holder. This court rules against the 
Government by holding that taxpayer 
was not a “thin” corporation and, thus 
the vendor’s lien notes were valid en- 
forceable debts of taxpayer and the in- 
terest paid on said notes was deductible. 
Further, this court rules that taxpayer 
had correctly computed its depreciation 
and depletion deductions when it based 
the deductions on its own costs. Finally, 
the amounts paid to the parent as owner 


of the net profits interest and the over- 


riding royalty interests did not con 
stitute gross income of taxpayer and 


were properly excluded from taxpayer's 
income. Carter Foundation Production 
Company, DC Tex., 7/14/61. 


By order of the Tax Court dated Sep- 
tember 21, 1961, the Memorandum Find- 
ings of Fact and Opinion were re- 
identified and will be published as 36 
TC No. 112, filed February 28, 1961. 
Dudley Co. Inc., 36 TC No. 112. 


Sale of stock to related corporation is 
taxed as dividend. Taxpayers owned in- 
dividually 50% of the stock of a New 
In 
the same proportions they owned stock 


Jersey corporation. approximately 
in a New York corporation, which in 
turn held the other 50% of the New 
Jersey The New York 
corporation also had a wholly owned 


corporation. 


subsidiary, Tylon. As individuals, the 
taxpayers sold their 50% stock interest 
in New Jersey to Tylon, for cash. Ac- 
tually this transaction made no differ- 
ence in their ownership. The district 
held, 
sale must be treated as a dividend. This 


court and this court affirms, the 


type of sale is the evil at which 
Section 304 is aimed. Radnitz, CA-2, 
9/22/61. 


Unreasonable accumulations by garment 
manufacturer. Taxpayer, a closely-held 
family corporation engaged in the gar- 
ment manufacture business, paid divi- 


dends in most years of less than 10% of 
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its profits after taxes and made invest- 
ments in assets not connected with its 
business. Taxpayer contended that it 
adopted a plan to erect a new plant and 
needed the accumulated earnings to re- 
duce whatever borrowings might be 
necessary when the plan was put into 
effect. This court, in affirming the Tax 
Court, finds the plan was quite general, 
not only as to the type of plant, but 
also as to the time of implementation, 
and was not within the reasonably- 
calculated future. Thus, the taxpayer is 
held to have accumulated surplus un- 
reasonably for the purpose of prevent- 
ing imposition of sur-taxes upon its 
shareholders. Accordingly, taxpayer is 
subject to the penalty tax. Barrow 
Manufacturing Co., Inc., CA-5, 8/24/61. 


Construction corporation deemed col- 
lapsible. Taxpayer was the sole stock- 
holder of a corporation organized to 
purchase unimproved lots and construct 
houses on them. The corporation, when 
it made a distribution in partial liqui- 
dation, had realized less than 17% of 
its combined expected income from 
sales and rentals. Before liquidation was 
completed, it had realized over 50% of 
its total income. The Tax Court ruled 
that the corporation was collapsible and 
taxpayer’s gain on the liquidation was 
ordinary income. The distribution to 
taxpayer was made before the corpora- 
tion realized a substantial part of the 
net income derived from the 
property. Its collapsible status must be 
determined at that time. This court 
affirms. Heft, CA-5, 9/15/61. 


to be 


Corporation is collapsible; stock was 
sold after preliminary construction. ‘Tax- 
payer entered into a contract for the 
purchase of land for the purpose of 
constructing selling houses; he 
assigned this contract to his wholly 
owned corporation which took title and 
performed the preliminary 
steps. It hired an architect, made ar- 
rangements for street improvements, 
filed application with FHA etc. Tax- 
payer then sold his stock to a new corpo- 
ration of which he was half owner. The 
new corporation carried out the physical 
construction. ~The Commissioner con- 
tended that taxpayer realized ordinary 
income sold stock of a 
lapsible corporation. The court agrees, 
finding the corporation was formed 
primarily for the construction of prop- 
erty with a view by taxpayer to sell its 
stock prior to the realization by it of 


and 


some of 


since he col- 


a substantial part of the income to be 
derived from the property. The court 
rejects taxpayer’s argument that the 
corporation did not engage in construc- 
tion, and eyen if it did, no gain could 
be distributed to such construction, and 
that in no event could 70% of the gain 
be attributed to such construction as re- 
quired by the Code. The court holds 
that the corporation’s preliminary ac- 
tivities constitute “construction”, that 
gain is attributable to such construc- 
tion, and that such gain meets the 70% 
requirement. One judge dissents, find- 
ing taxpayer did not have the pre- 
scribed. view at the time the corpora- 
tion was formed, nor was 70% of tax- 
payer’s gain attributable to the corpo- 
ration’s construction. Farber, 36 TC 
No. 116. 


Redemption did not occur in taxable 
year, dividend equivalence not deter- 
mined. The Commissioner contended 
that the redemption of stock by an 
estate took place in 1956 (the year in 
issue) and was essentially equivalent to 
a dividend. The court overrules the 
Commissioner, by finding the redemp- 
tion did not occur until January 1957, a 
year not before the court. In 1957 the 
shares were tendered to the corporation 
and accepted by the corporation. The 
estate’s participation in the redemption 
had been approved by the probate court 
in 1955, and the corporation’s partici- 
pation was authorized by its board in 
1956. Neither of these unilateral, pre- 
paratory actions by the parties to the 
redemption constituted the redemption. 
Since the year 1957 was not in issue, the 
finds it unnecessary to decide 
whether the redemption was essentially 
equivalent to a dividend. Est. of Moore, 
TCM 1961-257. 


court 


Can’t deduct loss on transfer of prop- 
erty to employee’s pension trust. A 
parent corporation established a quali- 
fied trusteed pension plan for its em- 
ployees and those of its affiliated corpo- 
In separate the 
parent transferred assets as a contribu- 
and of its subsidiaries sold 
assets to trust. A loss resulted to 
each since the bases for the assets ex- 
ceeded the fair market value. The IRS 
rules that the losses sustained are 
allowable deductions under 267, as they 
are from sales or exchanges of property 
between a grantor and a fiduciary of 
the same trust. Both parent and sub- 
sidiary are grantors. Rev. Rul. 61-163. 
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IRS holds seminar to acquaint tax men 


with automatic data processing 


by C. RICHARD COX 


Despite much general newspaper publicity, very little specific technical informa- 


tion has been provided practitioners which would help them determine how the 


Service’s new ADP system will affect them, and their clients. Mr. Cox was a member 


Oo 


the lessons learned there. 


jb HE AUTOMATIC DATA PROCESSING (ADP) 

held by the Internal 
Revenue Service on Monday, October 
23, 1961, in Washington, D. C., was a 
formal unveiling of the Treasury De- 
partment’s new approach to tax admin- 
istration. As stated by Secretary of the 
lreasury Douglas Dillon, the adoption 
of ADP im- 
portant step toward making our tax 
system more efficient and more equi- 


table.” 


conference 


methods represents “an 


\ssistant Commissioner (Data Process- 


ing) Robert L. Jack pointed out, ... “the 
system is the culmination of efforts that 
began many years ago to take ad- 


vantage of the latest types of data proc- 
and 


essing equipment techniques to 


meet the demands of the ever-growing 


rkload of our tax system.” A_ brief 
glimpse at the magnitude of the return- 
processing burden clearly reveals the 
need for an ADP system. In 1940, with a 
population of 132 million people, there 
ere only 8 million individual income 
filed. 


population in excess of 


with a 
million, 


tax returns Currently, 
180 
the Service receives 61 million individ- 
ual income tax returns annually with 
the total tax reutrn volume surpassing 
94 million. It is expected that 111 mil- 
1970 and 


135 million in 1980. These figures do 


lion returns will be filed in 


not include the information reports— 
W-2 and 1099— 


which now approximate 340 million an- 


such as Form Form 
nually. 

Besides processing returns, automatic 
data processing will serve a number of 
useful purposes by aiding the Internal 


Revenue Service in carrying out other 


a recent seminar held in Washington by the IRS; he reports here on some of 


functional activities. It is planned that 
the system will, for example: 

1. Maintain a consolidated tax 
count for each taxpayer so that that 
current tax status can be determined at 
any given time; 

2. Improve the Service’s ability to 
match the data reported on information 
returns with the corresponding data on 
the taxpayer’s return; 

3. Facilitate the mathematical veri- 
fication of returns and provide a system- 
atic check on taxpayers failing to file re- 
quired returns; 

4. Provide the Internal Revenue Serv- 
ice with more complete statistics of in- 
come and management information re- 
ports; and 


ac- 


5. Assist the audit of tax returns by 
developing and applying 
criteria in the selection of those returns 


consistent 
which are to be examined. 


Tax return processing 

The new system, when fully operative, 
will require the taxpayer to file his tax 
returns, as in the past, with the local 
District Director of Internal Revenue. 
After a preliminary check of the name, 
address, account number and signature, 
the be transmitted to the 
Regional Service Center. At this point 
it will be transcribed to punched cards, 


return will 


converted to magnetic tape, and sent 
to the National Computed Center at 
Martinsburg, West Virginia, where the 
taxpayer's taped return will be processed 
against the master file containing his 
The master 
file will be contained on reels of mag- 
netic tape. 


consolidated tax account. 
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The IRS’ treatment of the tax return 
itself will be much different than in 
the past. For example, a corporate re- 
turn, Form 1120, will be received at the 
Regional Service Center and transcribed 
to punched cards. It is estimated that 
the average corporate return will require 
approximately 1200 to 1400 key punch 
strokes (i.e., transactions or entries) or 
an equivalent of possibly 15 to 18 
punched cards or unit records. On com- 
plex and difficult returns, it may well 
require upwards of 80 punched cards 
to properly place the tax return in 
“machine-sensible” form before it can 
then be converted to a magnetic input 
tape. The taped transactions will in- 
clude not only data sufficient to identify 
the taxpayer, verify the taxable income 
and income tax computation, determine 
the tax due or overpayment, but will 
also embody enough other facts to allow 
the computer, properly pro- 
grammed, to develop the output tapes 
necessary to carry out the objectives of 
the system mentioned above. The out- 
put tapes will be the source media of 
taxpayer bills, inquiry letters, notices, 
refunds, lists of returns to be examined, 
and so on. 


Effective tax procedures + 


when 


Mr. Jack indicated in his speech that, 
“The taxpayer will notice very little 
difference in the way his business with 
the Internal Revenue Service is handled. 
. . . The Service will continue to offer 
local assistance, telephone service, di- 
rect mail communications, and all the 
other services now offered to taxpayers 
with questions or problems.” 

Nearly 750 persons attended the con- 
ference, with seven different profession- 
al, financial, state and executive or- 
ganizations represented on the panels. 
The topics and areas of greatest interest 
to the panelists and those in attendance 
were the following. 


Information 

Brokers, transfer agents, banks, and 
other financial institutions wanted to 
know what procedures would be adopted 
for them to fulfill their obligation to 
acquire identifying numbers from “per- 
sons” for whom they must file returns 
and statements. Difficult problems arise 
where such “persons” operate through 
nominees, agents, or trustees. The situa- 
tion in the case of 
Also, it appears, 
trusts, estates, and partnerships, in ad- 


is no less difficult 
non-resident aliens. 
dition to their own employer identifica- 
tion number, will be required to furnish 
each beneficiary’s and distributee’s iden- 
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[Mr. Cox is a CPA associated with the 
accounting firm of Ernst & Ernst, in 
their Washington office.] 





tification number. No specific solutions 
were offered at this conference by the 
e ques- 
tions id problems. However, the Serv- 
ice indicated that it will meet with these 
groups in the near future to work out 


Internal Revenue Service to ¢: 


procedural requirements. 


State coordination agreements 

At the present time ten states have 
agreements with the Internal Revenue 
Service for the coordination of Federal 
and state tax administration. Some of 
these agreements contain provisions for 
the mechanical matching of state and 
Federal information documents and re- 
turns. These agreements, accompanied 
by automated processes at the state level, 
will facilitate greatly the information 
exchange and reduce further the num- 
ber of non-filters at both levels of gov- 
ernment. The Internal Revenue Service 
hopes to expand the “uses of automa- 
tion in this particular area of informa- 
tion interchange.” 


Filing by magnetic tape 

The procedure of reducing tax re- 
turns and other source data to punched 
cards before converting to magnetic in- 
put tapes will be an immense task. To 
alleviate this burden, the Service hopes 
to develop information and data in a 
mode that can be mechanically or elec- 
tronically converted to magnetic tape 
without the intervention of a manual 
key punching operation. This will prob- 
ably be evidenced, first of all, in the 
data generated within the Service itself. 
Revenue Agents’ reports, paid tax bills, 
and replies to delinquency notices and 
similar data will probably be converted 
to tape by automated process. 

A third possibility is to allow large in- 
dustrial concerns with electronic com- 
puters or punch-card accounting equip- 
ment to submit information return data 
punched cards. 
There is precedence for this last pos- 


on magnetic tape or 
sibility. The Social Security Administra- 
tion now accepts Forms 941 Schedule A, 
by agreement with employers, on mag- 
netic tape. An employer desiring this 
form of reporting follows the Social Se- 
curity’s specifications for reporting the 
data on magnetic tape. This same pro- 
cedure has possibilities in the area of 
W-2, Taxes Withheld 


Forms Federal 


From Wages, and Forms 1099, U.S. In- 
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formation Return. The success of this 
type of program is dependent on an 
accurate unchanging identifying num- 
ber if the data is to be ultimately re- 
lated to the taxpayer’s consolidated tax 
account. ‘Taxpayers interested in this 
type of tape or punched card exchanges 
should contact William H. Smith, As- 
sistant Commissioner (Planning and 
Research), IRS, Washington. 


Joint returns, consolidated tax account 


A husband and wife filing a joint re- 
turn are treated as one taxpayer; how- 
ever, each will have his own social se- 
curity number. Query: How will their 
consolidated tax account be maintained 
if each has income and if their marital 
status has changed or they file separate 
returns one year and a joint eturn ‘the 
next? This question was not answered in 
detail, the Service indicates there 
will be two account numbers required 


but 


where both have income. The computer 
will refer to both numbers or accounts 
in processing a joint return. Similar 
problems arise in the process of associat- 
ing information returns. 


Self-checking identifying number 

Great concern was evidenced by sev- 
eral attendance over the 
failure of the Internal Revenue Service 
to adopt a self-checking digit identifying 
number. The principle behind a self- 
checking digit system is that the num- 
ber used effectively proves itself at the 
point of input in a separate operation. 
Technicians in this area indicate there 
is a technical problem associated with 
this overall administrative problem. A 


persons in 


number of persons experienced in this 
area state that the chances for error are 
greatly enhanced both in theory and in 
results when a self-checking digit num- 
bering system is not used. This is further 
magnified when the source document 
and the punched cards are separated in 
processing. The Service, however, feels 
the use of the Social Security and Em- 
ployer Identifitcation numbers 
sufice and do not plan to adopt any 


will 
other numbering system at this time. 


Audit of taxpayer ADP systems by IRS 

The Revenue Service is 
necessarily interested in taxpayers main- 
taining proper records. The Service has 
had much influence in prescribing, by 
way of regulation, what record-keeping 
is adequate. The Audit Division of the 
Service indicated at the conference that 
“Specifically, we anticipate that the Regu- 


Internal 


lations fi.e., Reg. Sec. 1.6001] will re- 
quire the retention of a historical type 
of general ledger with written account 
names.” Persons familiar with ADP sys- 
tems realize such a requirement as inter- 
mediate print-outs of general ledgers 
and subsidiary records effectively mini- 
mize the cost reduction potential of com- 
puters for their users. In fact, it is a re- 
quirement the Service will probably not 
ask of its own ADP system when it be- 
comes fully operative. Control over com- 
puter accounting systems is not normally 
exercised by the review of print-outs, 
but rather, control is obtained by the 
supervision of input source data. In 
other words, in a properly operating 
ADP system, the audit procedure is 
synonymous with the input function. It 
necessarily follows that the auditor must 
develop reliability techniques. Such 
techniques will include simulations and 
reliability problems that test the move- 
ment of data and its accuracy. This 
“conflict” appears to be a situation that 
needs considerable study and_ review. 
The taxpayer requirement of an efficient 
ADP system appears to be diametrical to 
the Service’s desires relating to record 
keeping for tax purposes. 

The most significant impression ob- 
tained by the writer at the conference 
was the “tight schedule” the Service has 
set for itself for complete conversion to 
ADP. Indications are the system will be 
fully operative by 1965. This would ap- 
pear more plausible if the consolidated 
account procedure were not a part of 
the system. The effect of the inter-re- 
lationship of returns to be filed and the 
requirement of specific account associa- 
tion by identifying number will be fully 
realized only in the future. Careful, 
studious and time-consuming planning 
are the key to orderly, successful con- 
version. 

The need for ADP methods is self- 
evident. Most everyone stands to gain 
when the objectives of the proposed sys- 
tem are obtained. ‘Taxpayer confidence 
will be augmented if an adequate check 
on non-filers and evaders alike can be 
secured. ‘This confidence is the vital in- 
gredient necessary for our self-assessing 
system to remain effective. It is essen- 
tial, therefore, that groups 
assist in those areas that they can to 
make the conversion as successful and 
efficient as possible. The Service has 
shown a willingness to listen to any 
valid objection or problem that may 
cause hardship to any particular group 
or taxpayer. % 
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ABA names committee to study 
specialization problem anew 


Last Aucust the Board of Governors of 
Bar author- 
ized the creation of a new special study 
committee to examine the feasibility of 
establishing standards by which lawyers 
could qualify as specialists in various 
fields of practice. The step was of par- 
ticular interest to tax lawyers because 
awarding of recognition as specialists to 
tax men qualifying by examination and 
experience as particularly competent has 
been urged as needed in the tax field. 

The President of the ABA has now 
appointed a committee headed by David 
F. Maxwell of Philadelphia to study the 
question and report back to the Board 
»f Governors. Mr. Maxwell is a former 
president of ABA. 

Mr. Maxwell’s special committee in- 


the American Association 





es 


Delivery of check determines beginning 
of three-year period of limitations on 
estate tax refund. On March 28, 1946, 
the executors mailed a check to the col- 
lector covering the amount of a pro- 
posed estate tax deficiency. Although 
they disagreed with the Government's 
claimed deficiency they failed to send 
with their check any letter or other in- 
dication of their position. The check 
was received by the collector on April 
|, 1946, and slightly over three years 
later on April 8, 1949, the executors 
filed a claim for refund. The claim was 
disallowed as barred by the three year 
The 


contention that, since there was a dis- 


statute of limitations. executors’ 
pute as to the amount of the liability, 
the delivery of the check did not con- 
stitute payment but merely a deposit to 
prevent the running of interest and the 
accrual of penalties, is overruled. The 
court holds that where a revenue official 
makes a written request for a specific 
smount of tax and interest and the tax- 
that 
accompanying 


payer sends a check for exact 


amount without some 
statement clearly indicating a contrary 
intent, that remittance constitutes pay- 
ment of the tax and interest requested. 


Richardson, DC Pennsylvania 7/28/61. 


held valid. In 1952, 


payer and the Government entered into 


issessments tax- 


a stipulation that there were certain de- 
ficiencies in income taxes and penalties 


lew procedural decisions this month — 


cludes: Arch M. Cantrall of Clarksburg, 
West Virginia; Prof. Charles W. Joiner 
of the University of Michigan; Paul W. 
Lashly of St. Louis; Daniel M. Schuyler 
of Chicago; William Reece Smith, Jr., 
of Tampa, Fla.; Robert G. Storey of 
Dallas, director of the Southwestern 
Legal Center; Randolph W. Thrower 
of Atlanta; Richard P. Tinkham of 
Hammond, Indiana; Harrison Tweed 
of New York, and Gerald E. White of 
Grand Rapids, Michigan. 

In 1954 the House of Delegates ap- 
proved in principle the necessity to 
regulate voluntary specialization for the 
protection of the public and the bar. 
Thereafter the Board of Governors set 
up a study committee which conducted 
hearings. The Board of Governors con- 
cluded in 1955 to drop the matter and 
nothing further was done until the ac- 
tion of the Board last year. w 





rows 





due from taxpayer. That same year, the 
Tax Court entered judgment pursuant 
to the stipulation for the Government 
and no petition for review was filed with 
the Circuit Court of Appeals. In 1953, 
the Government made assessments 
against the taxpayer; she did not pay. 
This that the 
the Tax became 


decision of 
final 


months after its decision was rendered 


finds 
Court 


court 


three 


in 1952, that assessments were timely, 
and the Government is entitled to taxes 
and penalties. Miers, DC Tex., 7/10/61. 


Suit for refund dismissed; refund claim 
was untimely. Taxpayer sold his interest 
in a motel in 1950 and received promis- 
sory notes. In 1951, he discovered that 
the notes were worthless, that the pur- 
chaser had sold another 
person, and that the purchaser had dis- 
appeared. 


the motel to 


Taxpayer was allowed non- 
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business bad debt deductions of $1,000 
per year for the years 1951 through 1957. 
In 1957, he filed a claim for refund for 
the years 1951-1957 for the balance of 
the sale price of the motel under the 
theory that he was entitled to a “theft” 
loss deduction. This court holds, in 
affirming the district court, that since 
the claimed theft loss was discovered in 
1951 when taxpayer found that he had 
been deprived of any interest in the 
motel without payment, the claim for 
refund filed in 1957 was untimely. The 
applicable sections of the Code require 
that a claim for refund be filed within 
three years time the return 
was filed, or within two years from the 


from the 


time the tax was paid. As taxpayer's 
claim was untimely, his suit for refund 
cannot be heard. Root, CA-9, 8/9/61. 


Consent to an extension of period of 
limitations strictly construed. A corpo- 
ration reporting on a calendar year basis 
affiliated March 31, 
1953. It terminated its tax- 
able year on that date, and included 
its income for the balance of the year 
in the consolidated return. A consent by 
the parent extending the statute of 
limitations for assessment of deficiencies 


with taxpayer on 


therefore 


“for the taxable year (or years) ended 
12/31/53” is held to cover only the con- 
solidated return for the year ended 12/ 
31/53 and could not be extended to the 
affiliate’s short year ended 3/31/53, as 
urged by the Commissioner. Moore In- 
vestment Co., TCM 1961-261. 


Deficiency notice sent to attorney is 
proper. A taxpayer filed a power of at- 
torney, either with his return or there- 
after, authorizing an attorney to repre- 
sent him. In addition he requested that 
all communications (and not just copies) 
concerning his taxes be mailed to the 
attorney at the attorney’s address. The 
IRS rules that the attorney’s address 
constitutes the taxpayer’s last known ad- 
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dress within Section 6212(b). Rev. Proc. 
61-18. 
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Motion to quash summons of third 
parties denied. Taxpayers moved to 
quash two summons directed to third 
parties on the theory that examination 
of third parties was unnecessary because 
had been sub- 
jected to examinations in the two pre- 


taxpayers themselves 
ceding years. This court holds that the 
fact that taxpayers have been subjected 
to two separate investigations in the 
past does not indicate that examination 
of third parties would subject taxpayers 
to “unnecessary examination or investi- 
gations” as prohibited in Section 7605(b) 
of the 1954 Code. Thus, taxpayer’s mo- 
tion to quash the summons is denied. 
Matter of Magnus, DCN. Y., 7/14/61. 


New form for individual income tax 
veturn; Form 1040W discontinued. The 
IRS announces that Form 1040 will be 
revised and Form 1040W (the two-page 
form for taxpayers whose income comes 
primarily from wages) discontinued. The 
better features of the Forms 1040 and 
1040W will be utilized in the new Form 
1040 for 1961. Announcement 61-68. 

Assets transferred after jeopardy as- 
sessment is valued. [Acquiescence| After 
the Commissioner made a _ jeopardy 
assessment against a taxpayer, he trans- 
certain The 
Tax Court ruled that the wife is liable 
it limited her 
liability to the fair market value of the 


ferred assets to his wife. 


as transferee. However, 


assets at transfer, which was less than 
their book value, the figure used by the 
Commissioner. Bartmer Automatic Self 
Service Laundry Inc., 35 TC 317, Acq., 


IRB 1961-38. 


Disqualification of Tax Court judge 
denied. Taxpayer, on appeal, argues 
that the trial judge in the Tax Court 
below should have informed taxpayer 
that the judge had been an attorney on 
the staff of the Joint Committee of In- 
Taxation during hear- 
ings in which taxpayer testified. 


ternal Revenue 
Tax- 
payer argued that if such facts had been 
known during trial, he could have exer- 
cised his rights to ask for a change of 
venue. This court rules against taxpayer 
by finding that the Tax Court judge 
had been a mere spectator to taxpayer's 
testimony as a witness during the hear- 


ings, and that the judge never took a 
position adverse to taxpayer. Moreover, 
the record of the Tax Court proceed- 


December 1961 


ings reveals no disqualifying personal 
bias or prejudice by Tax Court judge. 
Teitelbaum, CA-7, 8/24/61. 


Waiver cannot start limitations period 
while case is before Tax Court. The 
three-year statute of limitations is sus- 
pended when a petition is filed in the 
Tax Court. While the petition was pend- 
ing taxpayer filed a waiver consenting to 
the assessment of tax. He contended that 
the waiver started the statutory period 
running again, and that the statute of 
limitations expired before the 
assessment was made. The court holds 
that the waiver did not affect the statu- 
tory period. Taxpayer could not attempt 
to settle the tax liability by a waiver 
while maintaining his suit in the Tax 
Court. The court also holds that since 
the taxpayer was liable as a transferee 
interest would not run until he had 
knowledge of the assessment. Shepard 
Est., DC N. Y., 6/19/61. 


had 


Mental incompetence does not toll 
limitations. In 1948, the taxpayer filed 
suit for refund for an alleged overpay- 
ment of taxes for the years 1944 and 
1945. In 1945 and before the statute 
of limitations expired, taxpayer 
adjudicated a mental incompetent and 
was confined to mental institutions until 
1948. Claims for refund were filed im- 
mediately upon release from the institu- 
tions. This court holds that mental in- 


was 


competence does not toll the statute of 
limitations, and, taxpayer’s suit for re- 
fund is not timely. The court quoted, 
with approval, an earlier decision which 
held that there are only two exceptions 
to the rule that statutes of limitations 
cannot be extended, viz., prisoner of war 
and fraud situations. Stepka, DC N.Y., 
6/29/61. 


Deficiency notice not required for Gov- 
ernment’s suit for erroneous refund. In 
an action brought by the Government to 
recover a refund erroneously granted, 
taxayer contended that it was entitled 
to a deficiency notice as a condition 





Cattle feeding operations reconstructed 
by net worth. Taxpayer was in the cattle 
feeding business. He purchased grass-fed 
cattle (normally two or three years old) 
which he brought to his feed lots where 
they were fed until they reached market- 
then sold as_ beef 


able weights and 


New fraud and negligence decisions 


precedent to the suit. This court, up- 
holding the district court, holds that the 
plain meaning of the statute allows this 
suit without a deficiency notice as a con- 


-dition precedent. The district court is 


reversed in part as this court rules that 
interest ran from the time that the 
erroneous refund was made rather than 
from the time of judgment ordering the 
taxpayer to repay the refund. Rushlight 
Automatic Sprinkler Co., CA-9, 6/23/61. 


Suit for refund dismissed for lack of 
jurisdiction. In October, 1959, taxpayers 
filed suit claiming a refund for the year 
1948. Since taxpayers had elected to 
take their cause of action for the year 
1948 to the Tax Court and have raised 
substantially the same issue in that case, 
this court holds that taxpayers are pro- 
hibited from beginning this action for 
the same year in this court. Further, the 
time for filing a claim for refund for 
the year 1948 expired in 1952, and, 
therefore, taxpayers’ claim is untimely. 
Moreover, taxpayers had not paid the 
deficiency for 1948, and thus are pre- 
cluded from maintaining a suit for re- 
fund. Thus, this court holds that it does 
not have jurisdiction to hear the tax- 
payers’ claim. Gill, DC Ala., 7/21/61. 


Returns deemed filed by taxpayer in 
absence of probative evidence to con- 
trary. The determined 
that taxpayer filed no returns for 1948 
and 1951, while taxpayer and his ac- 
countant testified that both returns were 
executed by taxpayer and timely mailed 
by the accountant. The retained copies 
were presented. Both showed overpay- 
ments of tax which were credited to the 
tax for the succeeding year. In the 
absence of any probative evidence on 
behalf of the Commissioner to 
that the District Direcior’s records indi- 
cated that the returns were not filed for 
these years, the court holds it is unable 
to reject or disbelieve the testimony of 


Commissioner 


show 


taxpayer and his accountant. It finds 
the returns were properly filed. Na- 
puche, TCM 1961-239. 


cattle. Use of the net worth computa- 
tion, with certain adjustments, is upheld 
in reconstructing taxpayer’s income for 
1944-1947, since he failed to keep any 
books on his operations. The court also 
sustains the fraud penalty because of 
gross understatements of income with- 
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out adequate explanation, and the al- 
terations on checks issued in payment 
for real estate to read in payment for 
operating expenses. Schroeder, CA-8, 
6/23/61. 


Burden of proof on fraud issue satisfied 
where taxpayer files no reply. Taxpayer 
failed to file a declaration of estimated 
tax for 1952-1954 and to pay any in- 
stallments thereon. The Commissioner 
in his answer affirmatively alleged fraud. 
Taxpayer filed no reply and made no 
appearance at the trial, and the Com- 
missioner moved for judgment on the 
pleadings in his favor as to the fraud 
issue. The court holds the Commission- 
er’s burden of proof is satisfied under 
Tax Court Rule 18, by the taxpayer’s 
failure to reply to the answer. Finelli, 
TCM 1961-195. 


Tax return of inactive partner not 
fraudulent even though partnership 
fraudulently omitted sales. Taxpayers, 
father and son, were equal partners in 
the business of boiler setting and erect- 
ing in various types of commercial build- 
ings. During the years 1947 through 
1951, the father, who was sick, did not 
take an active part in the partnership 
business and was not familiar with the 
partnership’s books and records. During 
these years while the son managed the 
partnership, a substantial amount of 
sales was omitted from the partnership 
books. The contended 
that the deficiencies in taxpayers’ re- 
turns for the years 1947 through 1951 
were due to fraud with intent to evade 


Commissioner 


tax and that, therefore, the statute of 
limitations which would have normally 
run did not bar the deficiencies. The 
son conceded that for the years 1948 
through 1951 his returns were fraudu- 
lent. The court holds that the father was 
not aware of the fraud, that his returns 
were not fraudulent and that, therefore, 
the statute of limitations bars any de- 
ficiency against him. As to the son’s 1947 
return, the court finds fraud since the 
omission of sales for that year were part 
of a general fraudulent pattern. The 
court also holds that (1) the son proved 
that certain cash deposits made into a 
partnership bank account and the son’s 
bank account were part of the fraudu- 
lently omitted sales and were not addi- 
tional amitted amounts of income, (2) 
claimed commissions and entertainment 
expenses were not proven and (3) that a 
$20,000 closing inventory (which would 
increase income by $20,000) should not 


be ignored notwithstanding taxpayer's 
argument that the use of inventories is 
inconsistent with taxpayer’s cash meth- 
od of accounting. Estate of Roe, 36 TC 
No. 96. 


Adjustments to net worth computation 
made on rehearing. The case was orig- 
inally heard in 1959 and was decided in 
favor of the Commissioner. Upon a re- 
hearing before entry of decision, the 
court approves its reconstruction of tax- 
payer’s income by use of the net worth 
method, but makes several adjustments 
in the computation in favor of taxpayer. 
Napuche, TCM 1961-239. 


Deficiencies based on reconstruction of 
income generally sustained. The Com- 
missioner determined deficiencies against 
a liquor dealer for 1948 and 1949 by re- 
constructing his income. Except for a 
finding that taxpayer did not under- 
state his 1948 liquor sales, the court sus- 
tains the determina- 
tions as to opening inventory, purchases, 


Commissioner's 


disallowance of claimed repairs, dis- 
allowance of claimed expenses, and 
understatements of rental income and 
capital gain. Claimed exemptions for 
two minor children in 1948 are dis- 
allowed because the children each had 
income of more than $500 during that 
year. A net operating loss carryover from 
1947 is denied for iack of proof of the 
amount of the loss or of the income for 
the two preceding years. The court also 
finds the Commissioner failed to carry 
his burden of proving fraud. Est. of 
Schenck, TCM 1961-241. 


Pacifist must pay taxes, with penalties; 
fraud not found. [Acquiescence| Tax- 
payer, a pacifist, refused to file tax re- 
turns because it was against his religious 
principles to pay taxes to be used for 
war purposes. He also contended that 
requiring him to pay taxes is contrary to 
the freedom of religion, guaranteed by 
the First Amendment. In each of the 
years in question taxpayer sent a letter 
to the IRS expressing his views but did 
not seek legal advice. The Commissioner 
assessed deficiencies plus penalties under 
Section 291(a) of the 1939 IRC for 
failure to file returns, under Section 
293(b) on account of fraud, and under 
Section 294(d)(1)(A) and Section 294(d) 
(2) for failure to file declaration of esti- 
mated tax and under-estimation of tax. 
The Tax Court held that the First 
Amendment does not relieve a_ pacifist 
or conscientious objector of the duty to 


Effective tax procedures + 353 


pay taxes. Nor does taxpayer’s belief 
constitute reasonable cause under Sec- 
tion 291(a) or Section 294(d)(1)(A) to re- 
lieve taxpayer of these penalties, since 
taxpayer did not consult any tax or con- 
stitutional law expert. The court found 
no fraud is involved and refused to im- 
pose fraud penalties. Muste, 35 TC No. 
102, acq., IRB 1961-32. 


Wilfull understatements of income and 
overstatements of deductions are evi- 
dence of fraud. An executive of a rub- 
ber company is found to have sub- 
stantially understated his income by 
failing to report income from three 
separate sales of crude rubber. Not 
only did his return fai] to report income 
“unquestionably received,” but a large 
deduction was taken for a fictional loss 
from a business. Taxpayer had also been 
convicted for evasion. The 
court notes the understatements of in- 


criminal 


come and overstatements of deduction 
were of such importance that they could 
not have been due to mere oversight or 
even neglect. Accordingly it finds part 
of the deficiency was due to fraud with 
intent to evade tax. Holcombe, TCM 
1961-233. 


Net worth computation unacceptable; 
opening balance was not sound. Tax- 
payer, his wife and their son, operated 
rental properties. Originally on the 
basis of specified adjustments of items 
reported on the parent’s returns, and of 
additions to income reported, the Com- 
deficiences and 
fraud penalties. At the trial the Com- 
missioner adopted a new theory alleging 


missioner determined 


large sums of unreported income deter- 
mined by the net worth method. The 
court concludes that the opening net 
worth in the Commissioner’s statement 
reflected 
However there was 


is incomplete, and income 
thereby excessive. 
proof that taxpayer failed due to fraud 
to report all his receipts from the rental 
properties; fraud penalties are sustained. 
With respect to the son’s activities, the 
court is unable to conclude that there 
was any likely source from which he de- 
rived income during the taxable year 
other than a trading account and the 
operations of two income 
from these sources was fully reported. 


buildings; 


The buildings were purchased not with 
his funds, but by his parents with their 
funds. Furthermore the son produced 
evidence that he did not provide the 
funds for acquiring other assets includ- 
ed in the Commissioner's statement of 
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and that certain bank 
and savings accounts included therein 
belonged not to him but to his parents. 
The court finds the son did not have in- 
come which he failed to report. It fol- 
lows that there is no deficiency against 
him, and therefore no fraud penalty. 
Goodman, TCM 1961-201. 


his net worth 


Income reconstructed by net worth; ad- 
ditions to tax for fraud sustained for 
part of period. The Commissioner re- 
constructed income from 
1937-1947 through the use of the net 
worth method. Taxpayer had no books 
or records for his extensive gambling 
activities. for certain adjust- 
ments, the court sustains the computa- 
tion but finds 


taxpayer's 


Except 


assessments barred 
for the years 1937-1940, since fraud was 
not established in any one or more of 


the 


those years by clear and convincing evi- 
dence. All the Commissioner did was to 
compare the net worth at the beginning 
and end of the period, and allocate the 
excess of the former over the latter to 
the intervening years by mathematical 
average. There was no basis for an in- 
ference that taxpayer’s assets increased 
ratably over the period in issue, or 
that the increase occurred during one, 
or several, or all of the years. However, 
for the years 1942-1947, fraud penalties 
Net 
come for each of the years greatly ex- 
ceeded the amounts reported by tax- 
payer, and were so large, regular, and 
frequent that there was no escape from 
the 


and assessments are sustained. in- 


a deliberate intention 
, ICM 1961-237. 


inference of 
to defraud. Bank 


Unreported hotel income reconstructed 
from daily use reports. The Commis- 
sioner reconstructed unreported hotel 
income on the basis of certain confi- 
dential daily reports, prepared by the 
manager, which listed unreported re- 
ceipts from re-rental of hotel rooms 
several times a night. Resort to the 
number of hotel registration § cards 
issued, and to the amount of laundry 
used as indicated by the invoices, cor- 
roborated the fact that the hotel regis- 
trants for which rent was reported were 
substantially understated. The hotel also 
failed to report income from use of its 
penthouse. The court finds abundant 
support in the record for the Commis- 
that the unre- 
ported receipts were income both to the 
hotel and through it, to the sole stock- 
Because the 


ficiencies were due to fraud, the statute 


sioner’s determination 


holder as dividends. de- 





of limitations did not bar assessment. 57 
Herkimer St. Corp., TCM 1961-223. 


Fraud penalties asserted against police- 
man failing to report sundry income. 
Fraud penalties are upheld against a 
policeman who was known to lend 
money at high interest rates and to e€n- 
gage in gambling and possibly other 
illicit activities. The fraud penalties 
are based primarily on taxpayer's fail- 
ure to report dividends and capital 
gains from a stock brokerage account 
maintained under an assumed name. 
The court also finds that taxpayer trans- 
ferred funds to his sister and that the 
transfer rendered him insolvent. It 
therefore holds the sister liable as trans- 
feree to the extent the Commissioner 
is unable to collect from taxpayer, the 
prime obligor. Fuller, TCM 1961-262. 


Government sustains burden of proof 
that taxpayer acted fraudulently. Tax- 
payer consistently understated income 
in substantial amounts for several con- 
secutive Further, in reporting 
capital gain from the sale of a building, 
taxpayer included an expense item total- 
ing $200,000. The evidence demon- 
strated that many of the items included 


years. 


in that total had previously been de- 
ducted. Thus, this court upholds the 
Tax Court's findings that the Com- 
missioner established by clear and con- 
vincing evidence that taxpayer acted 
fraudulently with intent to evade taxa- 
tion. Teitelbaum, CA-7, 8/24/61. 


Commissioner’s reconstruction of income 
accepted over that of CPA. Use of a 
net worth computation is held justified 
in reconstructing the income of tax- 
payer who ran a dairy business, an auto 
repair business, a Ford dealership, and 
sold business equipment and fuel oil, 
all without adequate books and records. 
A CPA, engaged by taxpayer, had made 
an independent reconstruction of in- 
come but the court finds the CPA re- 
sorted to the use of unsupported oral 
statements of 
contained in taxpayer’s income tax re- 


taxpayer, to statements 
turns, to unwarranted assumptions and 
estimates, and in some instances to as- 
sumptions based on assumptions. An 
alleged opening cash hoard in excess of 
$100,000 is allowed in the opening net 
worth computation as $100 cash on hand 
under the Cohan rule. Fraud penalties 
and penalties for failure to file declara- 
tions of estimated tax 

Capriotty, TCM 1961-254. 


are sustained. 
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Tax-exempt institutions 


AND RELATED MATTERS 





Changes in church organization foreseen 


in wake of LaSalle Winery decision 


by PETER ELDER, CPA 


The decision of a California district court that the income of the Christian 


Brothers Winery is taxable, held invalid the regulation which exempts unrelated 


business income of a separate corporation owned by a religious order. Mr. Elder 


analyzes the case and its implications for those conserned with business problems 


of churches. 


bs THE recent case of De La Salle In- 
stitute (Northern District California, 
Northern Division 7/24/61), the court 
defined the word “church” so as not to 
include the or the Christian 
Brothers Order. As a result, the unre- 
lated business income from a winery 
operated by the Order was held sub- 
ject to the usual corporate income tax 


Institute 


rates. 

The La Salle Institute, all of whose 
members are members of the Christian 
Brothers Order, owned and operated (1) 
a novitiate to train members of the 
Order, (2) Catholic Schools, (3) homes 
for the Brothers and (4) a winery and 
It became engaged in the 
operation of a winery, which included 


distillery. 


the manufacture and sale of wine and 
wine products commercially. The actual 
operation of this business is carried on 
by a few of the Brothers and principally 
by laymen. Funds of such winery were 
generally used for the welfare of the 
Brothers. 

The of the Christian 
Brothers Order is to furnish religious 
which the 
schools, as 


basic purpose 


education for children, 


Brothers did in their own 


well as other schools. None of the ac- 
tive members of the Order was a priest, 
although all members take certain vows. 
Also, Roman Canon 
the Order is categorized as religious, 


while under Law 
none of the members performs sacer- 
dotal 
priests. Thus, priests had to be hired to 


officiate at chapels of the Institute's 


fucntions, which are reserved to 


schools. 


Operation of the winery led to the 
Institute’s tax problems. The issue was 
whether the Institute and the Christian 
Brothers Order could come within the 
definition of a “church, a convention or 
association of churches.” (Section 511(a)). 
There was no dispute that the income 
from the winery constituted unrelated 
business 

As a general rule, corporations or- 
ganized and operated exclusively for 


income. 


religious, or charitable purposes will be 
granted exemption from income tax as 
long as no part of the net earnings 
inures to the benefit of a private share- 
holder or an individual. However, the 
usual corporate rates are imposed on 
the unrelated business income of such 
organizations. The purpose of this rule 
is quite clear. It is an effective means 
of preventing such organizations from 
engaging in commercial activities, the 
income from which might otherwise not 
be subject to Federal income tax, thus 
placing taxpaying organizations engaged 
in similar activities at a competitive 
disadvantage. 

The Internal Revenue Code specific- 
ally states that a church, a convention 
or association of churches will not be 
subject to tax on unrelated business in- 
come. While the Code makes no refer- 
ence to a religious order or religious or- 
ganization, the Regulations provide that 
a religious order or religious organiza- 
tion will come within the exclusion only 
if such order or organization is an in- 
tegral part of a church and is engaged 
the functions of a 


in carrying out 


church. Thus, it would appear that a 
religious order or religious organiza- 
tion is not necessarily a church. 

In determining whether a religious 
organization qualifies as a church, it is 
necessary to consider the degree to 
which the order or organization is con- 
nected with a church, and also the con- 
trol that is exercised by the church. To 
determine whether such order or organi- 
zation is carrying out the functions of a 
church, which are the ministration of 
sacerdotal functions and the conduct of 
religious worship, it is necessary to 
examine the tenets and practices of a 
particular religious body constituting a 
church. The Regulations also indicate 
that so long as such requirements can 
be satisfied, then exemption from taxa- 
tion will apply to all activities, even if 
some activities are conducted through a 
separate corporation wholly owned by 
the church. However, the exemption 
will fall if the separate corporation’s 
primary purpose is the carrying on a 
trade or business for profit. 


What is a church? 


At first glance, it would seem that De 
La Salle Institute would easily come 
within the above exclusion. However, 
the district court in California decided 
to the contrary. The court, in analyzing 
the question, stated that if the Institute 
did no more than operate the chapels 
at its schools, it would clearly be deemed 
a church. But, much more is done, so 
that the operation of the chapels is in- 
cidental to its principal activities which 
include the operation of schools (always 
referred to as and not as 
churches), its novitate, and the opera- 
tion of the winery. Thus, incidental 
activities cannot make the Institute a 
church or, as the court put it, “the tail 
cannot be permitted to wag the dog.” 
In discussing the definition of a 
“church,” it is necessary to use the gen- 
eral understanding of the term and, for 
purposes of the statute, it must be in- 
terpreted in the light of common under- 
standing of the word. Therefore, while 
the Institute was a religious order, sep- 


schools 


arately incorporated, its principal activi- 
ties were not that of carrying out 
“church” functions within the general 
meaning of the term and it could not 
be considered to be a church. 
Furthermore, the court went 
find that the Christian Brothers Order, 
as opposed to the Institute, also was not 
a church. Furnishing a student with an 
education is not a sacerdotal function, 


on to 
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nor does it constitute the conduct of re- 
ligious worship. Therefore, the Order 
not come within the definition of 
the regulation. 


can 


Regulations termed invalid 

In reviewing the regulation which 
exempts separate corporations or en- 
tities owned by a religious order which 
it defines as included in the term 
where such entities are not 
primarily engaged in business carried on 
for profit, the court stated that the 
regulation is in clear violation of the 


church” 


legislative purpose to tax religious or- 
church 
themselves 
churches. Therefore, to that extent, the 
regulation is a nullity. The Internal 
Revenue Service has not indicated what 
iction, if any, it will take concerning 


ganizations organized under 


auspices which are not 


the invalidation of part of the regula- 
t10Nn. 

It is interesting to note that the In- 
stitute, in raising a constitutional issue, 
irgued that the Government could not 
compel people to engage in only certain 
The court said the 
not the 
people to engage in any church func- 


church functions. 


Government could compel 
tion and went on to say that if there is 
any constitutional problem in the case, 
it would be the problem of whether 
any exemption of churches from the 
unrelated business tax could be justi- 
fied. 

It appears quite clear from the De 
La Salle Institute case that a religious 
order or organization will not necessar- 
that the 
mere operation of a chapel, incidental 


ily be considered a church; 
to the principal activities of an order 
or organization, will be of little value 
for tax purposes. Also, where a church 
owns a_ separate 


exempt corporation 


which has unrelated business income, 
such income will be subject to tax since 
the corporation will not come within 
he exemption granted to the church, 
its parent, so that the income will not 
be excluded under the corporation’s 


vn exemption. 


Practical effect 

Retroactive application of this deci- 
sion could create serious problems for 
churches operating separate corpora- 
tions. Such corporations may be faced 


with large tax deficiencies. While the 


decision may stop separate corporate 
activities of churches, it certainly would 
not seem to block the receipt of unre- 
lated business income since the corpo- 
liquidated with the 
churches operating the business activity. 


rations can be 
As long as a church is truly a church 
and functions as such there would seem 
to be no tax liability. But, a problem 
might exist if the business activities of 
a church are of such a magnitude so as 


357 
to dwarf the functions. How- 
ever, except in extreme instances, the 
receipt of unrelated business income 
should not cast doubt on qualification 
as a church. Of course the question 
whether it is wise to exempt churches 
from tax on business income is a matter 


Tax-exempt institutions + 


church 


of public policy on which opinions will 
differ. As of now, the Code grants such 
exemption and only Congress is able to 
change it. wv 





New decisions on exempt institutions 


*Cemetery buying property from organ- 
izers at price dependent upon subse- 
quent sale loses exemption. A cemetery 
company was incorporated for the pur- 
pose of owning and operating a non- 
profit cemetery. Its by-laws provided 
that no part of the net earnings inure 
to any private person. After incorpora- 
tion the company purchased a tract of 
land from its organizers, consideration 
being a percentage of the sales price of 
lots subsequently sold by the company. 
A total amount was not stated in the 
contract. Based upon a reasonable ap- 
praisal of the land and the current price 
of the lots, the vendor could anticipate 
receiving over double the value of the 
land at the time of the conveyance. The 
IRS rules that the cemetery corporation 
is not entitled to the exemption from 
income 501(c)(13). 
The vendor-organizers had a 


tax under Section 
continu- 
ing interest in the land and could ex- 
pect to benefit appreciably in the fu- 
ture the disproportionate sales 
price and any appreciation in the land’s 
value. The IRS notes that it is not fol- 
lowing Forest Lawn (45 BTA 1091, non 
acq. IRB 1960-2). In that case the Board 
of Tax Appeals upheld the exemption 
of a cemetery having a similar arrange- 
ment with its organizers. Its reasoning 
was that the cost of lots was a deduction 
from gross profit, hence net profits did 
not inure to the benefit of the organ- 
Rul. 61-137. 


from 


izers. Rev. 


Veterans’ Housing Cocperative held tax 
exempt. Taxpayer was organized by 
World War II veterans and 
purchase certain housing projects for 


others to 


low cost homes for its members on a 
cooperative basis. Preference was given 
to veterans but others might become 
members. Each member purchased a 
right to perpetual use of a.dwelling in 
the project making monthly payments to 


taxpayer to cover principal and interest 


payments and operating costs. Taxpayer 
acted gratuitously on behalf of its mem- 
bers only and no dividend was ever 
declared or paid. Taxpayer claimed it 
was exempt from taxation under Sec- 
tion 501(c)(4) as a civic league “not or- 
ganized for profit but operated for the 
promotion of social welfare.” The ma- 
jority of the court agrees finding that 
providing low rent housing to its tenant 
purchasers constitutes the promotion of 
social welfare. The argument that the 
Government originally paid for the con- 
struction and that taxpayer did not 
alleviate the housing shortage does not 
impress the court. The court also re- 
jects the Government’s argument that 
since taxpayer was enagaged in an op- 
eration which could have been carried 
on for profit, the taxpayer was not en- 
titled to exemption; the court specific- 
ally refuses to adopt such an inflexible 
rule. One judge dissents finding that 
since investors might own their own 
home at the low cost, taxpayer could 
not be a social welfare organization. Six 
judges dissent on the ground that tax- 
payer was not operated exclusively for 
the promotion of social welfare. Lake 
Forest Inc., 36 TC No. 52. 


Can deduct contribution to institution 
in which son was patient. Taxpayers 
claimed a $1,112 charitable deduction 
for amounts given to an institution in 
which their son was a patient suffering 
from a non-curable spinal disease. It 
that $238 of the 
ment was for the purchase of a wheel 
chair for the exclusive use of their son. 
This court disallows as a charitable de- 


was understood pay- 


duction, the $238 to be used to purchase 
the wheel chair, but it does allow as a 
charitable deduction the balance of the 
payment. The deduction is allowed be- 
cause the $874 sum was a voluntary 
payment made to a charitable institu- 
tion. Marshall, DC Ohio, 7/10/61. 
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Treasury proposals for taxation of 


tax haven profits seen as unworkable 


by JULIAN PHELPS 


The Treasury is committed to an attempt to persuade Congress to tax profits of 


foreign operations now being channelled into tax havens to postpone U.S. tax. 


When it published its draft of proposed legislation this summer, the Treasury 


asked that taxmen familiar with foreign operations comment on the proposals; 


ever since criticism of the draft has been heard from many quarters. Those whose 


affairs would be affected by this kind of legislation will find Mr. Phelps’ analysis 


a guide to the complexities involved in the proposals and a proof of the care 


that will be needed in solving difficult problems of definition, scope and enforce- 


ment if reasonable legislation is to be achieved. 


I \pRIL, 1961, the Kennedy Adminis- 
tration proposed that U. S. parent 
companies be taxed on their share of 
the undistributed income of certain for- 
eign subsidiaries. The rule would have 
been applicable to the foreign corpo- 
rations established in industrialized 
countries. It would have applied also 
to any foreign corporation in a less de- 
which derived 


veloped country more 


than 20% of its income from sources 
outside its own country. 

[his proposal was subjected to severe 
criticism at hearings before the House 
Ways and Means Committee in the first 
week of June, particularly for its ap- 
plication to operating companies in in- 
dustrialized The 


then prepared a draft bill which would 


countries. Treasury 


impose U. S. tax on “undistributed tax 


haven profits” of “controlled foreign 
corporations.” 

For the purposes of the bill, a foreign 
corporation is considered to be “con- 
half its stock is 
than five United 
States “persons”. The term “persons” in- 
cludes corporations. Rules of construc- 


tive ownership are applied under which, 


trolled” if more than 


owned by not more 


for example, stock owned by a corpo- 


ration is considered to be owned by the 
corporation’s shareholders. Where “con- 
trol” of a foreign corporation exists, any 
stockholder owning, directly or 


U.S: 


constructively, 10% or more of the stock, 


must report on his own return his pro 


rata share of the “undistributed tax 


haven profits.” (The types of profits 


which this term includes will be dis- 


cussed and reviewed later.) The foreign 
income which is_ thus 
United States 


not be taxed again by the United States 


taxed by the 
before distribution will 
when it is actually distributed. Foreign 
tax credit will be allowed to a U. S. 
corporate stockholder for an appropriate 
part of the foreign taxes paid by the 
foreign corporation. When dividends 
are paid out of income which has been 
subjected under the bill te U. S. tax be- 
fore distribution, credit will be allowed 
for any foreign taxes withheld from such 
dividends. 


Major difficulties 


A study of the bill discloses serious 
defects. It 
this writer, that they can be adequately 


seems doubtful, at least to 


corrected so as to produce a workable 
law. These defects, which will be illus- 
trated herein, can be summarized as 
follows: 

1. Although the bill is presumably 
aimed at the use of tax havens, it would 
affect the owners of most foreign sub- 
sidiaries. With respect to a large pro- 
portion of those affected, the tax rev- 
enue produced would be nominal. The 


administrative effort required of tax- 
payers and the Government will be tre- 
mendous and frequently out of all pro- 
portion to the revenue obtained. 

2. In an effort to cover all the trans- 
actions which appear obnoxious to the 
draftsmen of the bill, it has been found 
necessary to cover many additional trans- 
actions which presumably they would 
consider legitimate. 

3. The bill would create endless prob- 
lems as to the propriety of the particu- 
lar accounting methods used, and as to 
availability and reliability of foreign 
records. 

4. It seems likely that efforts to cor- 
rect defects would lead to continuous 
tinkering by Congress, until eventually 
the law would become a hopeless hodge- 
podge. 

Undoubtedly there have been abuses 
in recent years in the use of tax havens. 
However, unless something far more 
workable than the present proposal can 
be developed, it is fair to ask whether 
the Treasury could not better rely on the 
tools which it possesses under present 
law. The principal tool would be its 
present power to reallocate income be- 
tween related corporations where neces- 
sary to prevent tax avoidance. In the 
past, the usefulness of this power has 
been severely limited by the Treasury’s 
lack of With the avail- 
ability in 1962 of the new information 
returns on foreign corporations (Form 
2952), the Treasury will be in a much 


information. 


better position to exercise the power. 


Tax haven profits 

There is precedent for the bill in the 
twenty-five year-old provisions for taxa- 
tion of the 


undistributed income of 


foreign personal holding companies, 
which have apparently been successful. 
But those provisions were aimed mainly 
at non-operating income, such as divi- 
dends, of corporations owned by a few 
individuals. The results in that area are 
no basis for a prediction that similar 
rules can be successfully applied to the 
profits from the complex operations of 
international business corporations. A 
review of the classes of transactions, the 
profits from which, if undistributed, 
would make up the “undistributed tax 
haven profits” to be taxed under the 
bill, shows how far its scope would ex- 
tend beyond that of the old foreign per- 
sonal holding company provisions. A 
general description of those classes fol- 
lows: 

1. Purchases from, and sales to, a re- 
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lated entity of merchandise having a 
destination outside the country of in- 
corporation, also commissions received 
from a related entity on certain pur- 
chases or sales made by that entity, 

2. rentals and royalties for the use, 
yutside the country of incorporation, 
of (i) patents and other intangibles 
and rights (ii) movie films, television 
tapes, and recordings, and (iii) other 
real and personal property (where the 
rights or property have been acquired, 
except for the items in (ii), from a re- 
lated entity), 

3. dividends and interest from related 
entities, 

4. rendering of services outside the 
country of incorporation, either for or 
mn behalf of a related entity or directed 
by personnel transferred from a related 
ntity, and 

5. insurance 


premiums covering 


United States risks of related entities. 


Vo excluded minimum 

Che first point that strikes the reader is 
that the U. S. tax would apply begin- 
with the first “‘undis- 
tributed tax haven profits.” To take an 


ning penny of 
extreme example, the foreign corpora- 
$1,000,000 of “un- 
tainted” profits and $1 of income de- 


rived 


tion might have 
transactions. If 
it distributes 90% of its income, a 100% 
US would still have to 
pay tax on the ten 
tributed tax haven profits.”” Almost every 
controlled 


from tax haven 
shareholder 
cents of ‘“undis- 
foreign corporation would 
xive rise to some tax liability. Imagine 
the cost of any serious effort to locate 
and evaluate all the covered transac- 
tions. Also consider the impossible audit- 
ing task with which the Treasury would 
be faced. 

[he obvious cure, but only a partial 
me, would be an amendment setting 
some minimum percentage of tax haven 
profits to total profits, below which the 
tax would not apply. This would re- 
quire the difficult assumption that some 
particular percentage could be justified 

minimum. that it 
could be justified, then for all com- 


is the Assuming 
panies falling anywhere near the line of 
demarcation, there would be opened 
up the accounting questions discussed 
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Committee on 


hereafter in connection with purchases 
and sales. The answers to these ques- 
tions would be difficult to obtain and 


substantiate. Nevertheless, the result 
would often determine whether the 
U. S. owners would be liable to or 


exempt from tax under the new por- 
posal. 


Purchases and sales 


Now let us consider some of the trans- 
actions which have been selected to 
produce U. S. tax under the bill. ‘The 
first group of such transactions consists 
of sales of merchandise, acquired from 
a related entity, for “ultimate use, con- 
sumption or disposition” outside the 
country where the seller is incorporated. 
How is anyone going to make the neces- 
sary determinations? How can a seller 
know the ultimate destination of all the 
merchandise it sells, even if it knows 
who the buyer is? How will the U. S. 
taxpayer make the original determina- 
tion, and how will the U. S. Treasury 
make its audit? 

The bill grants an exemption for 
those sales where the controlled foreign 
corporation (the seller) has added costs 
to the merchandise, through its own 
processing and exclusive of the cost of 
purchased material, which exceed 20% 
of its selling price. The bill also grants 
an exemption where the related en- 
tity, from which the merchandise was 
purchased, is incorporated in the seller’s 


Foreign aspects of taxation * $ 
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20%, of the seller’s selling price. How- 
ever, there are probably many industries 
where such costs of the processor do not 
reach 20%. 

Accurate cost data will be required, 
first for the 20%, test, then, if the profit 
is found to be taxable, for determining 
the amount of profit. One can visualize 
Revenue Agents arguing with cost ac- 
countants as to how costs are to be 
spread over product lines, whether re- 
search expenses are to be treated as cost, 
and what is administrative overhead and 
therefore not chargeable to 
Considering the 


product 
costs, disagreements 
which cost accountants themselves have 
on these questions, a Revenue Agent 
trying to answer them would seem to be 
in a most difficult position. And let us 
remember that this will be based on in- 
formation obtained from a_ foreign 
country, where record keeping and cost 
accounting, to the extent that they exist, 
may be entirely different from anything 
encountered in the U. S. 

One of the most common reasons for 
manufacturing in the foreign country 
is to make the product competitive 
through reduction of import duties. It 
is sometimes compatible with this ob- 
jective to ship some components from 
the United States. However, the pro- 
posal would encourage the substitution 
of components manufactured by the sub- 
sidiary, and therefore this would add to 


the balance-of-payments problem which 





country and had incurred processing has troubled the Administration. This 
costs in that country which exceeded result would flow from the need to pass 
NEW EDITOR FOR FOREIGN DEPARTMENT 
Tue Eprrors of The Journal of  sociate tax editor, Research Institute 
Taxation announce with pleasure of America. 


that David Flower, Jr., is joining 
their ranks beginning this month. 
He takes the Sidney I. 
Roberts, who is relinquishing edi- 
torship of “New 
Developments in Foreign Aspects of 
Taxation” to task of 
advising The Journal’s editors on a 
wider variety of current tax problems. 

Mr. Flower is well qualified for 
this important post in reporting new 


place of 
this department 


assume the 


developments in taxation of business 
abroad. He is general tax counsel for 
the Raytheon Company, Lexington, 
Mass. He has served as a staff attor- 
clerk, U. S. 
Court of Appeals, Boston; and senior 
law clerk, Supreme Judicial Court of 
Massachusetts. He has also been as- 


ney, Tax Court; law 





He is a member of the Massachu- 
setts New York Bars and the 
author of several articles on taxation. 
A past president of the New England 
Chapter, Tax Institute, 
Mr. vice chairman, 
Committee on Excise and Miscellan- 
Taxes—Tax Section, 


and 


Executives 
Flower is also 
eous American 
Bar Association; a member of the Ad- 
visory Council, Tax Institute; chair- 
man, Education Committee, Tax 
Executives Institute and 


board 


a member 
of the advisory “The Tax 
Executive.” 

Flower is a 1942 graduate of Har- 
vard Law School and taught graduate 
and undergraduate courses in federal 
taxation at Northeastern University 
Law School for several years. 
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the 20%, test. 

A selling corporation located in the 
common market may find that cost-sav- 
ings result from the use of components 
manufactured by an affiliate in another 
common market country. But this effi- 
ciency might have to go by the board, 
in order to stay above the 20% line. 

The use of components from various 
sources would present an additional ac- 
counting problem which would have to 
be solved to compute the U. S. 
Apparently it would be necessary to ex- 
the total profit on 
sale of an article, that part of the profit 
which is allocable to the components 


tax. 


tract, from the 


acquired from related entities. This 
would present accountants with a field 
for study which heretofore has been 


of little importance. 

In any case where the necessary 20% 
has not been added locally to costs, the 
bill discourages exports by taxing the 
the 
shipped by the controlled foreign cor- 


undistributed profits on exports 
poration. This will not make us popu- 
lar with countries trying to increase ex- 
Such 
most of the world. 


ports. countries seem to include 


Suppose a French subsidiary buys 
goods from outsiders and sells them to 
a French affiliate. If some of the goods 
are eventually used outside of France, 
the undistributed profit thereon will be 
included in the taxable income of the 
U;.S. 


practicable method of determining the 


parent, assuming there is some 


destination of the goods and the profit 


made on them. This result could be 


avoided if the affiliate could be left out 
But should a U. S. 
tax bill be so drawn that it requires 


of the transaction. 


changes in the normal operations of for- 
eign corporations? 

Exemption would be given under the 
bill in the case of the foreign purchas- 
ing subsidiary which buys an agricul- 
tural commodity produced in the coun- 
try where it is incorporated. For ex- 
Greek 
tobacco in Greece, Turkey and Syria, 
for resale to its United States parent, 


ample, if a subsidiary buys 


the exemption would apply only to 
profit on Greek tobacco. While Beirut 
in Lebanon might provide a central lo- 
cation with better business facilities 
than could be found in the other coun- 
tries, there would be no exemption at 


all for a Lebanese corporation. 


Rentals and royalties 
Rentals and royalties are presumably 
made subject to the taxing provisions of 
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the bill in order to discourage the use 
of tax haven licensing companies. How- 
ever, the bill also catches in its net the 
profit from such arrangements as the 
following, where such treatment does 
not seem to be warranted: (a) A German 
manufacturing subsidiary acquires pat- 
ents from its own research affiliate and 
licenses their use in foreign countries. 
(b) A British subsidiary buys office ma- 
chinery from a Dutch affiliate and rents 
some items to lessees in the U. K. and 
other items to Irish lessees. The Irish 
rentals are taxed, but not the U. K. 
rentals. What is the difference? Only 
that which the bill makes. 


Dividends and interest 


A U. S. corporation often finds good 
business reasons for acquiring or -or- 
ganizing a domestic subsidiary corpora- 
tion, and it can do this without subject- 
ing itself to criticism. Similarly a for- 
eign subsidiary may find it desirable to 
organize or acquire a foreign subsid- 
iary. But the draft bill would pounce on 
every instance of the latter situation as 
being contrary to U. S. public policy. It 
does this by including in tax haven 
profits all dividends and interest passing 
between the two foreign corporations. 
The objectives of the bill may require 
this provision, but does it not make us 
look ridiculous in the eyes of the world? 

The be avoided by 
carrying on the business of both foreign 


situation can 
subsidiaries in one company, but why 
should this be necessary? 


Personal services 

Assume that a German subsidiary has 
a technician with unusual talents. The 
U. S. parent arranges for the technician 
to visit the United States and render 
service to the parent. The U. S. parent 
pays the German company the fair value 
of the services, as required by the U. S.- 
German tax treaty. This fair value hap- 
pens to be somewhat in excess of the 
German company’s cost of rendering the 
represents a_ legitimate 
charge. Nevertheless, the draft bill would 
tax the U. S. corporation on that profit, 
or some part of it, if the entire earn- 
ings of the German company are not 
paid out to the U. S. parent. 

Or assume that the German company 
sets up a German subsidiary to pro- 
vide technical services to the customers 
using its products in the various Com- 
mon Market countries. This would seem 
to be a natural and convenient arrange- 
ment. Naturally it places some of its 


service, and 


own men in the management of the 
service subsidiary. Imagine its surprise 
on finding that the U. S. parent is tax- 
able on the undistributed profits of the 
subsidiary. 


Problems of ownership 


The bill would apply where, as pre- 
viously stated, there is a “controlled 
foreign corporation.” This term would 
include any foreign corporation more 
than 50% of the total value of all 
classes of stock of which is owned by no 
more than five U. S. persons on any 
single day or longer period. Ownership 
of more than 50% of only the voting 
stock would also make the bill appli- 
cable. 

If the U. S. persons do not own half 
the voting stock, they will not be in a 
position, by virtue of their votes, to 
control the activities of the company, to 
determine who owns the stock, or to 
determine what profit it may have from 
tax haven transactions. For the pro- 
posed legislation to be fair and admin- 
istratively feasible, should it not be 
limited to cases where the U. S. holders 
have more than 50% of the voting 
power? 

Enforcement by the Treasury would 
very likely be impossible where the 
ownership test was met only on a single 
day. Even a determination by the U. S. 
taxpayer that the ownership test had 
been met might be impossible. Is it wise 
to enact laws which would be applicable 
to situations where both 
and compliance are impossible? 

“Control” as defined in the bill may 
exist completely unbeknownst to a U. S. 
stockholder. Suppose he owns 49% of 
the stock of a foreign corporation with 
the remaining 51% being owned by a 
second foreign corporation. But bearer 
shares of the latter may be owned, with- 


enforcement 


out its knowledge, by a U. S. citizen, in 
an amount sufficient to bring U. S. di- 
rect and constructive ownership of the 
first foreign corporation above 50%. 


Sale of a stock interest 

The proposal requires the U. S. stock- 
holder (where the previously mentioned 
ownership tests are met) to include in 
his tax return his pro rata share of the 
“undistributed tax haven profits” for 
the year. Where the foreign corporation 
is a “controlled foreign corporation” 
for only a portion of the year, a fraction 
of such profits is used, which fraction 
is computed on a time basis. 

Where the U. S. stockholder has con- 
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trol in the early part of the year, and 
then sells his interest to nonresidents, 
how is he, or the U. S. Government, go- 
ing to determine the amount to be in- 
cluded? Will the U. S. stockholder be 
prevented from making an advantageous 
sale of his stock merely because it may 
make him unable to determine the 
amount to be included in his return? At 
the moment, our people are mainly in- 
terested in creating or buying foreign 
establishments, but the volume of their 
acquisitions suggests that a day will 
come when sales will be common. 
Imagine the picture which will be 
presented by the leading nation of the 
Some of its citizens and 
corporations will be feverishly attempt- 
ing to obtain data on the ownership 
and operations of foreign corporations 
in which they formerly held an interest, 
for use in preparing their U. S. tax re- 
The whole is unheard 
of in any other country of the world. It 
ilso runs contrary to traditions of 
corporate data, 
much stronger elsewhere in the world 


free world. 


turns. notion 


secrecy of which are 
than here. 

[his problem was recognized in the 
1960 drafting of the Regulations for the 
new information returns on foreign 
corporations. In the end, the only in- 
formation required, in addition to an- 
nual financial statements of the foreign 
corporations, was that which could be 
obtained from the books of the U. S. 
corporation. 


Losses 


Che draft bill makes no provision for 
those situations where the losses and ex- 
penses relating to the tax haven profits 
exceed such profits. Equity would seem 
to require: (1) that any excess of such 
losses and expenses over such profits in 
one controlled foreign corporation be 
‘un- 
distributed tax haven profits” of other 


allowed as an offset against the 


controlled foreign corporations, and (2) 
if the net result from all controlled for- 
eign corporations combined is a _ loss, 
that it be allowed to the U. S. taxpayer 
as a deduction. 

It is assumed that the Treasury would 
like the bill to meet normal standards 
of fairness. If it insists on participating 
in the profits, should it not be willing to 
share in the losses at least to the above 
extent? A partial solution could be de- 
vised by allowing loss carry-overs in each 
foreign corporation. 

When a foreign corporation pays a 
dividend to a U. S. corporation, there 


is usually a foreign withholding tax 
which may be anywhere up to about 
25%. When the dividend would repre- 
sent “undistributed tax haven profits” 
which the United States has taxed in a 
prior year, the United States would not 
tax the dividend again, but it would 
give foreign tax credit at that time for 
the withholding tax. The basic principle 
of the bill, and its disregard of the 
established rules of international taxa- 
tion, lead to interest-free borrowing from 
a selected group of taxpayers and a 
hidden extension of deficit financing. 

If the bill should be enacted, every 
foreign subsidiary would require per- 
sonnel familiar with its provisions. ‘Their 
function would be two-fold, (1) to guide 
the day-by-day transactions to minimize 
exposure of its stockholders to U. S. tax 
liability and (2) where exposure is un- 
avoidable, to start the required accumu- 
lation of profit data. 


General criticism 


The Treasury attempts in the bill to 
solve a tax-enforcement problem which 
is presently troublesome. But in doing 
so, it places blocks, and 
stumbling blocks which seem to be un- 
necessary, in front of all U. S. business- 
men extend their 
abroad. Is it not possible that the cure 
is worse than the disease? 

Several general criticisms have been 
made of the bill, on which there seems 
to be no point in elaborating in this 
article beyond a mere mention. For ex- 
ample, there has been considerable dis- 
cussion since last April as to whether 
the Federal Government has constitu- 
tional authority to tax the undistributed 
income of foreign corporations. This 
ghost apparently has not been laid to 
rest, even though the authority has been 


stumbling 


who operations 


exercised for many years in the foreign 
personal holding company provisions. 

Probably more important is the fact 
that the bill makes no exceptions to 
prevent violations of our tax treaties, 
which have been developed through 
delicate negotiations 
many years. Typically these treaties set 
forth the extent to which the income of 
companies incorporated in the other 
treaty country will be subjected to U. S. 
tax. For example, the commercial and 
industrial profits of a Canadian corpo- 
ration are subject to U. S. tax only to 
the extent that they relate to its per- 
manent establishment in the United 
States. To the layman, there is no real 
difference between taxing a stockholder 


extending over 
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on the undistributed profits of a for- 
eign corporation, and a tax on the for- 
eign corporation itself. 

Perhaps most important, the proposal 
does not take into account the con- 
tinuous irritation which it will cause in 
foreign countries. This irritation can be 
expected to result from incessant re- 
quests for information, from making 
dividend policies depend on U. S. tax 
laws rather than the capital require- 
ments of the foreign corporations, and 
from simply interfering in what those 
countries consider their own business. ** 


New decisions © 





First case upholds regulation under 
treaty; whole year’s royalty taxable to 
alien established here for part of year. 
Taxpayer was a nonresident who had 
a “permanent establishment” in the 
U. S. until March 15, 1954. From that 
date until December 31, 1954, taxpayer 
received U. S. source royalties which he 
excluded under the U. 
Tax Convention. Article VIII of the 
treaty provides for nontaxability of 
royalties where the recipient does not 


S.-Switzerland 


have a permanent establishment in the 
taxing country. Article XIX allows the 
countries to prescribe regulations under 
the treaty and the U. S. regulation pro- 
vides for nontaxability only if the Swiss 
citizen at no time during the taxable 
year had a permanent establishment in 
the U. S. A unanimous Tax Court holds 
taxpayer taxable on the royalties re- 
ceived establish- 
ment in the country ceased. The regu- 
lation is reasonable and necessary and is 


after his permanent 


valid. The Swiss representatives made 
no objection to the regulation prior to 
its adoption. Also, the regulation is 
similar to others under similar treaty 
provisions. Samann, 36 TC No. 103. 

Awards under Japanese Evacuation 
Claims Act are generally taxable. The 
Japanese Evacuation Claims Act pro- 
vides payment by the U. S. for damages 
to or loss of real or personal property 
of Japanese Americans. The IRS an- 
nounces that no provision was made 
in the act for nontaxability of the 
awards. Generally, the awards are tax- 
able only to the extent the amounts re- 
ceived exceed the property basis. And 
unless the property involved was held 
for sale in taxpayer’s business, the excess 
is subject to capital gains treatment. IRS 
News Release No. I.R.-401 (9/29/61). 
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IRS insisting time of payment of bill 


does not control for cabaret tax 


by BURTON L. GRAUBERT 


The IRS’ announcement that it will not follow the recent Bush’s Inc. case, which 


established a practical time-of-payment rule for imposition of the cabaret tax, has 


left the restaurant owner in a difficult position. Mr. Graubart, who hailed Bush’s 


as sound in these columns in October (13 JTAX 223) here reiterates his warning 


of the need for detailed records and urges needed legislation. 


I 4 PANEL discussion with members 
of the American Hotel Association, 
Commissioner Caplin recently said that 
the IRC will continue to rule contrary 
to the Seventh Circuit's 
Bush’s Inc. The Treasury( refusing to 
follow Bush’s Inc. (277 F.2d 780, CA-8), 


is insisting that a patron is entitled to 


holding in 


witness a performance if he in fact stays 
for it and so is, under Section 4231(6), 
subject to the cabaret tax. Tax must be 
collected, they say, on purchases prior 
to and subsequent to the entertainment 
hours, if such patron stayed for the per- 
formance. In Bush’s the Eighth Circuit 
held that the tax is applicable to food 
and drink served during the time of en- 
tertainment only; there is no liability, it 
said, for tax on food or services during 
periods before or after the entertain- 
ment, even though some of these cus- 
tomers were present during the show. 

The section of the Code interpreted 
so differently by the IRS and the court 
imposes a “tax equivalent of 10% of all 
amounts paid for admission, refresh- 
ment, service, or merchandise, at any 
. . furnishing a public per- 
formance for profit, by any patron... 
who is entitled to be present during any 
portion of such performance.” 


. cabaret . 


This continued opposition to Busch’s 
Inc. is surprising as the Eighth Circuit 
on June 27, 1961 upheld the decision of 
the district court (184 F.Supp. 450) in 


* Effective May 1, 1960 the tax was reduced from 
20% to 10%. 


Eddy Brothers (citation unknown) that 
amounts paid by restaurant patrons for 
food and beverages ordered, served and 
paid for prior to the commencement of 
the entertainment were not subject to 
the cabaret tax. Here Eddy Brothers 
operated a cabaret consisting of a main 
dining room, cocktail lounge, and bar. 
Entertainment was offered in the dining 
room and cocktail lounge between 8:30 
p-m. and 1:00 a.m. Food and beverages 
11:00 
a.m. ’til 1:00 a.m. All patrons who paid 
their bills prior to 8:30 p.m., even 
though they stayed later, were not 
charged any cabaret tax. Patrons remain- 
ing after 8:30 were presented with a 
second bill which included 20%, cabaret 
tax on all orders after 8:30 p.m. together 
with a $1.00 entertainment charge per 
person. The 8:30 p.m. cutoff was also 
used as a for the service of 
table d’hote dinners, however ala carte 
food service was provided during the 
entertainment. The Government con- 
tended that the tax base should include 
the total bill of patrons who stayed for 
the entertainment, even though they 
might have paid prior to the entertain- 
ment period. It reasoned that since the 
patron actually stayed for the entertain- 
ment he was entitled to stay and there- 
fore was subject to the cabaret tax. How- 
ever, the court followed Bush’s Inc. 
where it was held that Congress did not 
intend to levy cabaret tax on payment 
for refreshments served before the estab- 


were served continuously from 


deadline 


lishment assumed the character of a cab- 
aret, i.e. until the entertainment at the 
particular establishment was begun, and 
that receipt of payment before the be- 
ginning of the entertainment period did 
not entitle patrons to be present during 
that entertainment. In Eddy Brothers 
the patrons were not entitled to be 
present unless they paid the $1.00 ad- 
mission charge imposed after 8:30 p.m. 
The circuit court stated that while Rev- 
enue Ruling 54-487 (1954-2 CB 376) does 
support the Government’s construction 
of the statute, the statute itself is the 
primary authority for determining rights 
and liabilities. Therefore a regulation 
or ru.ing which creates a rule out of 
harmony with the statute is a nullity. 
(Manhattan General Equipment Co.. 
297 U.S. 129-135). In this situation the 
position of the ruling relied upon by 
the Government could not be controll- 
ing as it is contrary to the statute as 
interpreted in Bush’s Inc. (Supra). The 
court then reiterated the lower court’s 
decision that we are dealing with two 
separate businesses here and that being 
present for dinner does not entitle one 
to remain for the performance. 

The Bush’s Inc. rationale had been 
developed in Hover d/b/a Ciro’s (158 
F.Supp. 179, aff'd. 268 F.2d 657) where 
receipts from pre-performance private 
parties were held tax free because the 
patron’s desire to be present during the 
entertainment was only incidental to 
some more cogent reason for being on 
the premises i.e. to attend a private 
party. Similiarly in Matter of Alpine 
Village (DC, ND Ohio 8/13/1959) re- 
ceipts during the dinner hour from 
patrons who indicated that they would 
not remain for the performance were 
not subject to the cabaret tax even 
though some remained without tax- 
payer’s knowledge. In LaJolla Case de 
Manana (106 F.Supp. 132 aff'd. 206 F.2d 
925) payments for refreshments served 
subsequent to the entertainment were 
held not subject to the cabaret tax re 
gardless of whether the patron had 
been present during the entertainment. 
In Rokicki (164 F.Supp. 610, ND Ohio) 
it was established that services and re- 
freshments furnished at a time a cover 
charge is collected are subject to the 
cabaret tax. In Eddy’s it was admitted 





[Mr. Graubart is the Treasurer and Tax 
Administrator of Dynalectron Corpora- 
tion (formerly known as California East- 
ern Aviation, Inc.) stationed at its execu- 
tive offices in Washington.] 
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that all charges subsequent to the 8:30 
cutoff when the $1.00 cover was levied 
were taxable. 

Another recent case which emphasizes 
the importance of keeping accurate 
records was decided on March 28, 1961 
where the U. S. District Court, So. Dist. 
Ill. No. Div. ruled in the case of Chap- 
man v. Philpott, that a corporation 
which kept accurate records of receipts 
collected during the period of the en- 
tertainment and paid taxes on its en- 
tire gross receipts during such hours 
that entertainment was being provided 
could not be additionally assessed by 
arbitrary determinations of percentages 
of corporate receipts through determina- 
tion by office conferences of Internal 
Revenue Service personnel. Thus the 
importance of keeping accurate records, 
(here by cash register tapes cutoff in 
periods prior to, during, and subsequent 
to the entertainment), can not be over 
emphasized in providing a basis for the 
determination of excise tax liability. 

Today however, the prime question is 
what the taxpayer should do with refer- 
ence to his present collections and what 
he should do in case of audit by the In- 
ternal Revenue Service. The following 
guidelines are recommended: 

1. Maintain adequate records docu- 
menting applicable cutoff points. 

2. Pay excise tax on receipts collected 
during the period of entertainment or 
when a cover charge is in effect. 

3. Where the Internal Revenue Serv- 
ice audits your books and records and 
determines that additional excise taxes 
are payable because of pre- and _ post- 
entertainment receipts which they claim 
are subject to tax, pay the tax and sue 
for a refund in the district court. 

rhe Internal Revenue Service deci- 
sion not to follow Bush’s Inc. and Eddy 
Brothers, puts the taxpayer in a difficult 
position. He cannot collect taxes from 
individuals who pay prior to and after 
the entertainment yet the Government 
may attempt to collect tax on such re- 
ceipts during audit. Following the above 
guidelines will only partially help as 
the Service will not follow the courts 
and therefore the taxpayer is forced to 
litigate: legal and court costs will re- 
duce the taxpayer's profits of operation 
even if he is victorious. The only logical 
solution is for Congress to show its exact 
intent by revising through legislation 
Section 4231(c) to read as follows: 

“(c) Cabarets—A tax equivalent to 10 
per cent of all amounts paid for ad- 
mission, refreshment, 


service, or mer- 


chandise, at any roof garden, cabaret, 
or other similar place furnishing a public 
performance for profit, during the time 
of the entertainment, but not prior to 
or subsequent to the entertainment by 
or for any patron. The.. .” 





Corporation’s payments to widow of de- 
ceased president is a dividend. Taxpayer 
had no arrangement for any payments 
to its president’s widow upon his death. 
After his death the widow held all but 
12 of 180 outstanding shares of tax- 
payer. The directors then authorized 
payment to the widow of $850 per 
month, the deceased president's salary, 
for six months from the date of death. 
The resolution recited that the purpose 
of the payment was to provide financial 
security for the widow. Taxpayer orig- 
inally sought to deduct the payments 
as business expense, (Section 162(a)) 
but now claims the deduction under 
Section 404(a)(5) as a deductible death 
benefit paid to the beneficiary of an 
employee. The court, finding no neces- 
sity to consider the expense or compen- 
sation aspects, holds, on the facts, that 
the payments to the widow were non- 
deductible dividend distributions. A 
concurring opinion says that the pay- 
ments were not business expenses, did 
not satisfy the conditions of Section 
162(a) and therefore are non-deductible 
either under 162(a) or 404(a)(5). The 
Barbourville Brick Co., 37 TC No. 2. 
Accrual basis taxpayer must claim 
profit-sharing payments as accrued when 
paid within statutory period. In a 
previous decision it was held that the 
taxpayer’s giving its notes to a_ profit- 
sharing trust constituted a payment of 
its contribution. Taxpayer now contends 
that the rule that an accrual basis tax- 
payer may treat payments to such a 
plan made within 214 months of the 
close of its year as having been made 
on the last day of its taxable year is 
permissive and not mandatory; it seeks 
to deduct the payments in the year 
made. The court holds, however, that 
the taxpayer must treat the payment as 
having been made in the prior year. 
Time Oil Co., CA-9, 9/1/61. 


Profit-sharing plan can provide major 
medical hospitalization insurance. Tax- 
payer-employer established an  em- 
ployees’ profit-sharing plan which in- 


New compensation decisions this month 
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This wording would effectively limit 
the tax to the periods when both re- 
freshment and entertainment are re- 
ceived together, which is what the courts 
have ruled to be the intent of the legis- 
lation which imposed this tax. * 


cluded provision for group hospitaliza- 
tion insurance, including major medical 
benefits. Insurance costs were paid by 
the plan’s trust with funds that had not 
been held for the period prescribed by 
the plan for the deferment of distribu- 
tions. Each employee’s account under 
the plan was charged with the cost of 
these benefits. The IRS rules that (1) 
the use of trust funds for insurance 
coverage is a distribution under Section 
402; (2) the cost of such insurance may 
not be more than incidental in relation 
to the amounts credited to the respec- 
tive employee’s account that have not 
been accumulated; (there are no limita- 
tions when the insurance may be pur- 
chased only with funds accumulated and 
held for the period required by the 
plan for the deferment of distributions); 
(3) the purchase of such insurance will 
be deemed incidental if the amount ex- 
pended, when added to other benefits 
constituting distributions, does not ex- 
ceed 25% of the total of funds allocated 
to an employee’s account that have 
not been accumulated for the period 
prescribed by the plan for the defer- 
ment of The IRS also 
states that if only ordinary life insur- 
purchased, the 
amount expended will be deemed in- 
cidental if (1) the aggregate premiums 
for each employee is less than one-half 
the aggregate contributions allocated to 


distributions. 


ance contracts are 


his account at any particular time and 
(2) the plan requires the trustee to con- 
vert the entire value of the contract at 
or before retirement so that no portion 
of such value might be used to continue 
life insurance protection beyond retire- 
ment. And if both life and accident and/ 
or health insurance contracts are pur- 
chased, the “incidental” requirement 
will be satisfied where the amount ex- 
pended for the accident-health _pre- 
miums plus one-half the amount ex- 
pended for the life premiums may not, 
exceed 25% of the funds allocated to an 
employee’s account that have not been 
accumulated for the period prescribed 
by the plan for the deferment of distri- 
butions. Rev. Rul. 61-164. 





364 * The Journal of Taxation 


ae uON OF 


December 1961 


artners hips 


BUED BY JAMES O. HEWITT LL.B. 





Faulty partnership agreement can lay 


crushing income tax burden on estate 


by SHELDON J. GITELMAN and JOHN J. SEXTON 


Income in respect of decedent rules can put very large amounts of income into 


the returns of the deceased partner, his estate and the beneficiaries. Mr. Gitelman 


and Mr. Sexton take a typical partnership and show how these liabilities can add 


up. They then discuss some of the planning devices that can be used to convert 


income to capital gain or spread it out over a series of years and among a number 


of :axpayers. 


™ DRAFTING a partnership agreement, 
very careful consideration should be 
given to the income tax effect of provi- 
sions for payments to the estate of a de- 
ceased partner. The interaction of the 
rules for 
respect of a decedent and those dealing 


the taxation of income in 


with distributions to the estate of a 
partner can create heavy income tax 
liabilities at death. To make clear the 


hazards involved in such a situation let 
us consider a typical partnership and see 
what happens on the death of one part- 
ner, “A”. 


A-B-C-D partnership 

In 1950, A, B, C and D formed the 
A-B-C-D partnership, with a fiscal year 
ending 3/31. “A” contributed a con- 
tract (for which he had no basis) to the 
partnership in exchange for an interest 
of 15% in partnership profits and losses 
only; “A” had no original capital ac- 
count. In 1952, “A” contributed $10,000 
in cash to the partnership in exchange 
for an interest of 10% in partnership 
profits and losses and a capital account 
of $10,000. 
provided for the purchase by the part- 
nership of the partnership interest of a 
deceased partner on the last day of the 
partnership fiscal year ending after the 
death of the partner, with the estate of 
the deceased partner sharing in partner- 
ship profits and losses in the interim. 
The purchase price was fixed annually 
by agreement and was payable in a 
A” died on 9/30/60. “A’s” 


The partnership agreement 


lump sum. “ 


share of partnership profit from 4/1/60 
to 9/30/60 amounted to $10,000, of 
which sum “A” had withdrawn $9,000 
prior to his death. “A’s” estate’s share 
of partnership profits from date of death 
to 3/31/61 amounted to $15,000. Pur- 
suant to the partnership agreement, 
“‘A’s” partnership interest was purchased 
by the partnership, as of 3/31/61, 
payment to “A’s” estate of $131,000 in 
cash. 

The $131,000 paid in liquidation of 
‘‘A’s” partnership interest is allocable 
as follows (all amounts represent “A’s” 
proportionate interest):1 


Cag. 2 a eee $ 15,000 
Physical assets . oo soe et 10,000 
Unrealized receivables ...... 50,000 

Interest in profits earned after 
qeat.... 6.3 Spee 15,000 

Interest in profits earned be- 

fore death ($10,000, less 
withdrawals of $9,000) 1,000 
Excess of price over book value 40,000 
$131,000 


Before considering the treatment of 
each portion of this total, let us re- 
view briefly Section 691, dealing with 
income in respect of a decedent; Sec- 


1In order to simplify the problems being focused 
on herein, a partnership without insurance, in- 
ventory or liabilities is assumed. 

2Is the interest in profits only acquired in 1950, 
as distinguished from the interest in profits and 
capital acquired in 1952, includible in decedent’s 
gross estate for Federal estate tax purposes? Cf. 
Bull v. U. S., 295 U.S. 247 (1935) with McClennen, 
131 F.2d 165 (CA-1, 1942), Rev. Rul. 55-123, 1955- 


tion 736, payment to a deceased part- 
ner’s successor in interest, and Section 
753, which provides that “the amount 
includible in the gross income of a 
successor in interest of a deceased part- 
ner under Section 736(a) shall be con- 
sidered income in respect of a decedent 
under Section 691.” The labyrinth of 
Section 736 will be analyzed in the light 
of the above specific, detailed example: 

Section 736 defines the tax conse- 
quences of payments made by the part- 
nership to a deceased partner’s successor 
in interest in liquidation of the partner- 
ship interest of the deceased partner: 

1. Capital transaction.—To the extent 
that such payments are made in ex- 
change for the interest of the partner 
in partnership property (other than un- 
realized receivables or good will) the 
payments are considered as distributions 
by the partnership, giving rise to capi- 
tal gain or loss. (Section 736(b)(1); Sec- 
tion 731.) 

2. Capital or ordinary transaction.— 
To the extent that such payments are 
made in exchange for good will they are 
considered as distributions by the part- 
nership (resulting in capital gain or 
loss) if the partnership agreement pro- 
vides for a payment with respect to good 
will but, if the partnership agreement 
does not so provide, such payments con- 
stitute ordinary income. (Section 736(b) 
(2)(B); Section 736(a); Section 731.) 

3. Ordinary transactions.—_(a) To the 
extent that such payments are made in 
exchange for unrealized receivables of 
the partnership, the payments constitute 
ordinary income. (Section 736(b)(2)(A); 
Section 765(a); Section 757(c)). (b) Ex- 
cept as heretofore defined, such pay- 
ments produce ordinary income. (Sec- 
tion 736(a).) 

In other words, payments made in 
liquidation of the interest of a deceased 
partner result in ordinary income, ex- 
cept to the extent (1) made in exchange 
for an interest in partnership property, 
or (2) made in payment for good will 
where the partnership agreement pro- 
vides for a payment with respect to good 
will. (Section 736.) Payments constitut- 
ing ordinary income, which are defined 
in Section 736(a), are considered as a 
distributive share of partnership in- 
1 Cum. Bull. p. 443, Sen. Rep. No. 1622, 83d Cong. 
2d Sess., p. 405, and H. Rep. No. 2543, 83d Cong. 
2d Sess., p. 66; Riegelman, 27 TC 833 and Estate 
of Taylor, 17 TC 627, aff'd. 200 F. 2d 561 (CA-6). 
The deduction is allowable pursuant to Section 
691(c) (1) (A) which speaks of “the value for es- 
tate tax purposes” of items of income in respect 


of a decedent. However, Treasury Regulations Sec- 
tion 1.753-1(c) specifically state that a partner's 
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come, if determined with regard to the 
income of the partnership, or as a guar- 
anteed payment if the amount is deter- 
mined without regard to the income of 
the partnership. (Section 736(a); Section 
707(c).) Payments which constitute capi- 
tal transactions give rise to no deduc- 
tion to the partnership; payments which 
constitute ordinary income transactions 
are not includible in the income of the 
remaining partners if determined with 
regard to partnership income and are 
deductible by the partnership if they 
constitute guaranteed payments. (Treas- 
ury Regulations 1.736-1(a)(2) and (4).) 
Payments made in liquidation of the in- 
terest of a deceased partner which con- 
stitute ordinary pursuant to 
Section 736(a), are considered income 
in respect of a decedent. (Section 691(e); 
Section 753; Section 736(a).) 


income 


Income of the estate 


Returning now to the problem of de- 
partner “A”, we analyze the 
treatment of the $131,000 paid to his 
in accordance with the rules of 
Section 736 and 691 and find that $25,- 
000 of the price, being in exchange for 


ce ased 


estate 


the partner’s interest in partnership 
property (cash and physical assets) con- 
stitutes a capital transaction. (Section 
736(b)(1); Section 731.) The basis of 
“A’s” partnership interest to his estate 
is equal to its fair market value on 
date of death and hence there are no 
income tax consequences by reason of 
the payment of the $25,000. (Section 
1014). 

Since the partnership agreement does 
not provide for a payment with respect 
to good will, the $40,000 excess price 
over book value constitutes ordinary 
(Section 736(b)(2)(B); Section 
736(a).)? The $50,000 paid for unrealized 


income 


receivables also constitutes ordinary in- 
(Section 736(b)(2)(A); Section 
736).) These two Section 736(a) ordinary 
payments constitute income in respect 
of a decedent. (Section 691; Section 753; 
736(a); Regulations 
1.753-1(a).) As such they do not receive 

new basis at death, Section 1014(c); 
Regulations Section 1.742-1. Such items 
the 


come. 


Section Section 


are included in gross income 
tributive share of current partnership income, 
reduced by withdrawals, constitute income in 
respect of a decedent and that such total distribu- 
ive share, in computing the Section 691(c) deduc- 
tion, “will be considered as the value for estate tax 
purposes of such income in respect of a decedent, 
even though only part [in the text sample, $1,000] 
f this amount can be identified on the estate tax 
return as part of the partnership interest.” 
‘O’Daniel’s Estate, 173 F.2d 966 (CA-2, 1949); 


of the decedent’s successor in interest 
when paid or sold or transferred, Section 
691(a), with the character of the income 
realized when paid, sold or transferred 
determined by reference to its character 
in the hands of the decedent. (Section 
691(a)(3).) 

Not only is the $1,000 of undistributed 
pre-death profits income in respect of a 
decedent, but the entire $10,000 earned 
as of the date of death is income to the 
decedent’s estate, Section 706(a), and 
income in respect of a decedent. The 
decedent’s pre-death withdrawal of 
$9,000 of such amount is disregarded 
(Regulations Section 1.7533-1(b).) 

If decedent has spent the $9,000 
prior to his death two anomalies result: 

1. Decedent’s estate is taxable on 
$9,000 of income it never has received 
and never will receive. (Section 706(a).) 

2. Since the $9,000 is income in re- 
spect of a decedent, decedent's estate 
is entitled to a deduction for income 
tax purposes in an amount equal to the 
proportionate amount of estate tax pay- 
able on $9,000 of property in decedent's 
estate, even though this $9,000 is not 
part of decedent’s estate. (Regulations 
Section 1.753(c).)3 In other words, the 
estate pays income tax on 
never had any right to receive and is 
entitled to an income tax deduction for 
a hypothetical estate tax which was 
never paid, and which is computed as if 
money which the estate never had were 
part of the decedent’s estate. 

The Regulations explicitly define as 
income in respect of a decedent a dis- 
tributive share of partnership income 
which is attributable to the decedent 
for the period ending with the date of 
his death. (Regulations Section 1.706-1 
(c)(v).) Although there is no explicit in- 
clusion of rights to partnership income 
arising after the date of death it appears 
clear in principle that such rights, since 
they are acquired by the decedent's 
estate from the decedent constitute in- 
come in respect of a decedent although 
neither accrued nor definitely ascertain- 
able at date of death.4 Therefore, the 
$15,000 of post-death profits constitutes 
income in respect of a decedent. 

Thus the estate of the decedent “A”, 


money it 


see also Treasury Regulations Section 1.691 (a)-1 
(b); ef. Estate of Tyree, 215 F.2d 28 (CA-10, 
1954); Girard Trust Co. v. U. S., 182 F. 2d 921 
(CA-3, 1950). 

5 The transfer of a partnership interest by inheri- 
tance does not close the deceased partner’s taxable 
year. Treasury Regulations Section 1.706-1(c) (3) 
(iv). 

® Excess of price over book value 
Unrealized receivables — 


$ 40,000 
50,000 
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[Sheldon J. Gitelman is general counsel 
for Bancroft Construction Company, 
Silver Spring, Maryland. Mr. Sexton is 
associated with the Washington, D. C., 
law firm of Arent, Fox, Kintner, Plotkin 
and Kahn. Both were formerly trial at- 
torneys in the tax division of the Justice 
Department.| 





on its income tax return which includes 
3/31/61,5 must report $115,000 of ordi- 
nary income,® which is also income in 
respect of a decedent. The partnership 
will have an ordinary deduction of 
$115,000. The estate will be entitled to 
a deduction for income tax purposes in 
an amount equal to the pro rata portion 
of the estate tax relating to $115,000 of 
the gross estate. (Section 691(c).) Even 
with the Section 691(c) deduction, there 
will be a crushing income tax burden 
on the estate. The burden on the estate 
can be partially mitigated to the extent 
that the estate can make current dis- 
tributions among legatees, thereby frag- 
menting income among lower bracket 
taxpayers. (Sections 661, 662.) However, 
this mitigation is limited by the num- 
ber of legatees and the availability of 
distributable property.? 


Fixing good will 

This heavy income tax burden is the 
result of having a large portion of the 
income received by reason of the dece- 
dent’s interest in the partnership taxed 
in one year and taxed as ordinary in- 
come. What could 
have been used to spread the income 
and/or convert some of it into capital 


alternative means 


gain? 

The simplest variation would be for 
the partnership agreement to provide 
that $40,000 of the payment to the de- 
ceased partner is for partnership good 
will. This provision automatically con- 
verts $40,000 of the purchase price from 
an ordinary income item under Section 
736(a) to a capital gain item under Sec- 
tion 736(b). The price of the conversion 
is that the partnership may not deduct 
the $40,000. 

If the partnership agreement provided 
for payments of the price over a period 
of years, further income tax savings to 
Distributive share of partnership income, 

f.y.e. 3/31/62 (pre-death share $10,000; 


post-death share, $15,000; unreduced 
by pre-death distribution of $9,000) _. 25,000 
$115,000 
7 If, for example, the interest in profits earned be- 
fore death and the withdrawals prior to death 
were large in relation to the total price paid, the 
estate could be in the position of having very large 
taxable income but no assets to distribute. 
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the estate would result, with the only 
tax cost to the partnership being post- 
ponement of deductions to future years, 
when paid. For example, suppose that 
the $131,000 were payable as follows: 
$81,000 in cash plus five equal annual 
installments of $10,000 each, with in- 
terest on the unpaid installments. Such 
a provision would give the legatees sub- 
stantial cash plus steady income for sev- 
eral years. The income tax consequences 
are determined by allocating the total 
price between Section 736(b) capital 
items and Section 736(a) ordinary in- 
come items. Since the total payments 
are fixed in if there is the 
allocation to good will men- 
tioned above, $65,000 constitutes Sec- 
tion 736(b) payments and $66,000 con- 
stitutes Section 736(a) payments. As a 
result 65/131 of the $81,000 payment 
would constitute a Section 736(b) pay- 
ment and 66/131 would constitute a Sec- 
tion 736(a) payment. The same ratio 
would apply to the $10,000 payments in 
succeeding years. (Regulations Section 


1.736-(1)(b)(5)(i).) 


amount, 
specific 


Basis 

Section 736(b) payments will not be 
recognized as taxable income until they 
exceed the basis to the distributee part- 
ner of the partnership interest (Sec- 
731). the distributee 
partner may elect to compute gain by 
prorating his basis over the period of 
Section 736(b) payments. (Regulations 
Section 1.736-1(b)(6).) If the total pay- 
ments to be made to the deceased part- 
ner’s successor in interest are not fixed 
in amount, the payments are first treated 
as Section 736(b) payments and there- 
after as Section 736(a) payments, with 
no election to prorate basis over the 
period of 736(b) payments. 
1.736-1(b)(5)(ii).) 
Finally, whether or not the total pay- 
ments are fixed in amount, the alloca- 
tion of annual payments between Sec- 
tion 736(a) and (b) “may be made in 


tion However, 


Section 


(Regulations Section 


5 The estate’s total ordinary income for its taxable 
year which includes March 31, 1961 will be $25,000, 
which can be viewed either as its distributive share 
of partnership income for the fiscal year ending 
March 31, 1961 or as the sum of $16,000 of Section 
736(a) payments plus the $9,000 withdrawn by 
A prior to his death. 

® So long as the decedent’s widow has joint return 
privileges, Section 6013, there is an advantage in 
making payments whch are fully deductible to the 
partnership but taxable at a reduced rate to the 
widow. There is a greater advantage to the extent 
payments are deductible to the partnership which 
are not taxable to the widow. Section 101(b). 
($5,000 pension exclusion). For this reason, it 
may be desirable to cast $5,000 of the payment in 


December 1961 


any manner to which all the remaining 
partners and the withdrawing partner 
or his successor in interest agree, pro- 
vided that the total amount allocated to 
property under Section 736(b) does not 
exceed the fair market value of such 
property at the date of death .. .” 
(Regulations Section 1.736-1(b)(5)(iii).) 
Thus, the partners may agree that all or 
part of the first $81,000 payment is al- 
locable to the $65,000 Section 736(b) 
payments, with the result (if the entire 
$65,000 is allocated to Section 736(b) 
payments) that the Section 736(a) ordi- 
nary income payments will be allocated 
as follows: 

1961—$16,000, 1962 through 1966— 
$10,000 each year.8 The Section 691(c) 
deduction will be allocated in propor- 
tion as amounts are included in income. 


Spreading income 


Whether or not it is desirable to pro- 
vide a specific allocation to good will 
will be substantially influenced by the 
taxable income of the partnership and 
the remaining partners. Quite often, the 
optimum result is not to provide a 
specific allocation to good will but to 
spread the payments over several years 
so that they are deductible to partners 
who may be in high brackets but they 
do not put the decedent’s 
legatees in high brackets.® Furthermore, 
the optimum result with respect to the 
totality of all persons involved may not 
be the optimum result with respect to 
particular persons. 


serve to 


If the deceased partner’s partnership 
interest is purchased by other partners 
(as distinguished from the partnership) 
none of the rules of Section 736 apply. 
(Regulations 1.736-1(a)(i).) It 
will therefore be possible to buy out 
the decedent's interest over a period of 


Section 


time and also c’ose the decedent’s tax- 
able year on the date of death.1° Particu- 
larly if the partnership is a calendar 
year partnership this may be a desirable 
result to avoid having the decedent’s de- 


the form of a pension rather than as a payment in 
liquidation of a partnership interest. 

10 The decedent’s successor in interest continues to 
be a partner until all Section 736 payments are 
made so that the decedent’s taxable year does not 
close upon the decedent's death. Regulations Sec- 
tion 1.736-1(a) (6). On the other hand, if the de- 
cedent’s partnershipi nterest is purchased on the 
date of death by the other partners, Section 736 
does not apply and the decedent’s taxable year 
closes on the date of death. Treasury Regulations 
Section 1.706-1(c) (3) (iv). 

11 In the example given of a fiscal year partnership 
closing the decedent's taxable year on death would 
cause 1% years of partnership income (4/1/59 to 
9/30/60) to be included in decedent’s 1960 return. 


ductions for the last year of his life 
wasted.11 

From the foregoing discussion, it can 
be seen that substantially different re- 
sults can be obtained, depending upon 
the precise way in which the partner- 
ship agreement is written. The above 
complex of rules always should be kept 
in mind in drafting partnership agree- 
ments. w 


New decisions 





Trust held not an actual partner for tax 
purposes. Taxpayers argued that a cer- 
tain trust was a bona fide member of a 
family partnership and should be recog- 
nized as a partner for tax purposes. 
This court, in rendering judgment not- 
withstanding the jury verdict, holds that 
the evidence as a whole failed to sup- 
port the jury’s finding that the status of 
the trustees in their capacities as part- 
ners in the family partnership was 
genuine, bona fide, and valid for tax 
purposes. The court’s decision was based 
on the fact that the donors of the trust 
retained and exercised substantial con- 
trol over the trust. Kuney, DC Wash., 
3/22/61. 


Limited partner has business bad debt 
for loan to partnership. Taxpayer, a 
limited partner, contributed $20,000 to 
capital of the partnership and lent it 
$50,000. Taxpayer was an attorney ac- 
tively engaged in the practice of law. 
The partnership manufactured prefabri- 
cated houses. The loan to the partner- 
ship became worthless during the year 
1952. The only issue before the court 
was whether the loss was a non-business 
bad debt to be treated as a short term 
capital loss, or a business bad debt, de- 
ductible in full. The court holds that 
the loan was made to furnish operating 
capital to the partnership in furtherance 
of the business of which taxpayer was 
limited partner, was proximately related 
to the business activities of the partner- 
ship and therefore constitutes a business 
bad debt deductible in full. The court 
rejects the Commissioner’s arguments 
that (1) taxpayer’s business was the prac- 
tice of law, finding that a taxpayer can 
have more than one business, and (2) 
that the taxpayer was not in the busi- 
ness of lending money, holding that tax- 
payer need not be in the business of 
lending money since he was a partner 
lending money to his partnership. But- 
ler, 36 TC No. 108. 
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Illinois ups U.I. benefits 
for all classifications 


[HE ILLINoIs unemployment insurance 
iw was recently amended to provide 
or increased weekly unemployment 
yenefit amounts payable for benefit 
years beginning after July 1. The maxi- 
mum payable to an unemployed indi- 
vidual with four or more children was 
from $50 to $59, and the 
maximum for a single individual in- 
$32 to $38. Individuals 
with a non-working wife now receive 
up to $43 weekly. A maximum of $47 
paid for $51 for two 
hildren, and $55 for three children. 


increased 


reased from 


one child, 
Che minimum amount of base period 
was raised from $700 to $750. w 


Changes in Massachusetts UI 


EXTENSIVE changes were made in the 
Massachusetts Unemployment Insurance 
Law specifically in the area of employer 
unemployment contributions. 

Beginning in 1962 the taxable wage 
base for the purpose of computing un- 
employment contributions is being in- 
creased to $3,600. The current taxable 
wage base of $3,000 remains in effect for 
the balance of the calendar year 1961. 

[he law was changed to provide that 
employers’ reserve accounts having a re- 
serve percentage of more than 13% shall 
have the excess over 13% transferred 
out of the employer’s account into the 
‘solvency account”. Prior to this change, 
only the excess over 15% was transferred 
into the “solvency account”. The “‘solv- 
ency account” assessment which former- 
ly ranged from 0.3% to 0.6% of taxable 
wages will now range from 0.3% to 
0.9%. 

The two experience rating schedules 
which were used to assign employer con- 
tribution rates have been replaced by a 
new set of experience rating 
most favorable of the 
contains a minimum 
contribution rate of 0.5% and a maxi- 
mum rate of 3.3%. The least favorable 
schedule contains rates from a minimum 


seven 
The 
schedules 


schedules. 


seven 


of 1.7% to a maximum of 4.1%. w 


Kansas tightens U.I. 


disqualifications 


THE Kansas unemployment insurance 
insurance law provides for a six-week 
disqualification for the voluntary leav- 
ing of employment without good cause. 
Effective May 1, 1961 the was 
amended to provide that individuals who 
voluntarily leave work because of domes- 
tic or family responsibilities, not in- 
cluding pregnancy, self-employment, or 
to retire because of old age or disability, 
or to attend school, shall be disqualified 
from receiving benefits until they sub- 
sequently become employed and have 
earnings of at least eight times their 
weekly benefit amount. 


law 


Similarly, the law provides for a six- 
week disqualification for individuals who 
are discharged on account of miscon- 
duct connected with work. Effective May 
1, 1961 individuals who are discharged 
on account of gross misconduct con- 
nected with work will be disqualified 
from receiving benefits until they sub- 
sequently become employed and earn 
at least eight times their weekly benefit 
amount. “Gross misconduct” is construed 
to mean conduct in willful and wanton 
disregard of the employer's interest or 
a carelessness of negligence of such de- 
gree or recurrence constituting an in- 
tentional or substantial disregard of the 
employer’s interest. w 
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Wisconsin raises 
U.I. benefits to $50 


THE MAXIMUM weekly benefit amount 
payable to an unemployed individual in 
the State of 
creased 


Wisconsin has been in- 
$49 to $50. The new 
maximum became available beginning 
July 1, 1961 and will remain in effect 
until December 31. To be eligible for 
the $50 maximum an unemployed in- 


from 


dividual must have been paid average 
weekly wages of at least $98.01. 


Social security tax 
rate to be increased 


THIs Is just a reminder that the social 
security tax rate increases on January 
1, 1962 from 3% to 314% on wages up 
to $4,800. 

Those of have 
used the combined payroll 
tax tables published by JTAX may now 
want to reorder new tables. Production 
difficulties make it impractical for JTAX 
to continue publishing these tables but 
arrangements have been made to make 
the from Van Dine 
Press, 30 Ferry Street, New York, New 
York. 

There are five tables consisting of 


our subscribers who 


previously 


tables available 


four pages each; one table applies to 
each of the following pay periods: week- 
ly, bi-weekly, semi-monthly, monthly and 
daily or miscellaneous. Complete sets of 
tables for all five pay periods plus in- 
structions are bound into a 24 page 
book. The price is $2 per book when 
ordered in lots of 20 or less. If more 
than 20 are ordered to be delivered to 
the same address the price is $1.50 per 
book. Payment should accompany your 
order to Van Dine Press. * 





1946 AND JUNE 11, 1960 (74 STAT. 208) 
SHOWING THE OWNERSHIP, MANACE- 
STATEMENT REQUIRED BY THE ACT 
OF AUGUST 24, 1912, AS AMENDED BY 
THE ACTS OF MARCH 3, 1933, JULY 2, 
MENT, AND CIRCULATION OF The Jour- 
nal of Taxation, published monthly at Pater- 
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Editor: William S. Papworth, Paterson, 
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trustee or in any other fiduciary relation, the 
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Five weeks service makes moving expense 


reimbursement tax free, Tax Court says 


by ROBERT S. TAFT 


Reimbursement of moving expense is an expected fringe benefit these days when 


an employee relocates. Consequently there is wide interest in how the courts are 


drawing the line between the old employees (reimbursement not taxable) and new 


employees (reimbursement taxable). Mr. Taft reviews the recent Cavanaugh case 


and examines the nature of the items courts have accepted as moving expense. 


ieee the IRS the 
courts have been in agreement on 
the treatment of reimbursed moving ex- 
however the Tax Court 
is apparently liberalizing its approach, 
under certain circumstances, respecting 
the question of who is a new employee. 
This approach may make qualifying as 
an old employee more a matter of 
formal procedure than substance pro- 
vided that such qualification was not 
primarily motivated by tax avoidance. 
The IRS position is clear; 
cifically held that when an employee 
pays his own cost of moving his im- 


RECENTLY and 


penses; now 


it has spe- 


mediate family and his household goods 
and personal effects, from one place 
of employment to another, it is a non- 
deductible Other 
similar expenses, directly related to the 
change in the 
would also be nondeductib!e personal 


personal expense.1 


place of employment, 
expenses. This is true whether the em- 
ployee is simply being transferred or is 
going to work for a new employer. 

At the same the Internal Rev- 
enue Service holds that payment or re- 
imbursement by an employer of the cost 
of moving an employee, his immediate 
family, 
effects, from one place of employment 
to another permanent or indefinite place 
of employment by the same employer, 
primarily for the employer’s benefit, is 
in nature 
not have to be included in income.? If 
the move should be primarily for the 
employee’s benefit, the amount paid for 
or reimbursed to the employee would 
be compensation.’ 

Thus a distinction is drawn between 


time, 


household goods, and personal 


not compensatory and —_ 


a “new” employee and an “old” em- 
ployee with respect to tax treatment for 
paid or reimbursed moving expenses.4 
The new employee receives none of the 
benefits allowed an old employee. The 
courts have been quick to back the In- 
ternal Revenue Service in this posi- 
tion.5 It has been suggested that em- 
ployers, include 
“paid for or reimbursed moving ex- 
penses” in the fringe benefit package 
offered to new employees, require such 
employees to first undergo a training 
or orientation period in the city or loca- 
tion where they are hired and then have 
them transferred to a new permanent 
location. It would appear that the trans- 
ferred employees would be “old 
ployees” escape “new 
treatment with respect to mov- 
ing expenses. 


wishing to tax-free 


em- 


and thus em- 


ployee” 


Cavanagh case 

Two recent Tax Court decisions give 
an indication as to how this plan will be 
treated. In John E. Cavanagh,§ the tax- 
payer, an attorney living in Virginia 
and working in Washington, D. C., ac- 
cepted an offer for employment in Bur- 
bank, California, with an aircraft corpo- 
ration. He refused to leave his Virginia 
home, until the birth of his 
child. Therefore, he gave up his job and 
began working for the aircraft corpora- 
tion in its Washington office in order to 
acquire familiarity with the operations 
of the company which would aid him 
later in performing his duties upon his 
transfer to California. He remained in 
this position for five weeks, whereupon 
he and his family moved to California. 


however, 


As agreed, the aircraft company reim- 
bursed him for his expenses incurred in 
moving. 

The Tax Court found such reimburse- 
ment to be tax-free. It stated that 
“. .. there is no language in (the Rev- 
enue Ruling covering this area of the 
tax law), requiring transfer from a 
permanent as distinguished from a 
temporary station of employment to an- 
other as a criterion for exclusion of 
transportation expenses from gross in- 
come. The first employment must be at 
a station which is ‘official.’ Indeed, had 
the word ‘temporary’ been so used, we 
cannot find that petitioner was only 
temporarily employed by Lockheed 
prior to his transfer. On the contrary, 
it clearly appears from the record that 
he began regular employment in his em- 
ployer’s Washington place, of business in 
excess of 5 weeks prior to his transfer. 
The mere fact that at the time of be- 
ginning of his employment there was a 
known date at which he was to render 
his services in Burbank does not force 
the conclusion that the former period 
was temporary. In any event, whether 
temporary or not, such a factor is not 
conclusive, especially where, as here, the 
employee was actually performing the 
duties for which employed, at a place 
where his employer regularly carried on 
business and it has been shown that his 
beginning employment was not merely 
for purposes of excluding from his in- 
come such payments and _ reimburse- 
ments.” 

This case opens the door that Wood- 
all? had apparently closed. Nevertheless, 
the Tax Court clearly points out that 
Cavanagh was not primarily seeking a 
tax advantage in his employment ar- 


rangement with Lockheed. Thus, it 
would not be prudent to use the 
Cavanagh ho'ding as the basis of a 


gimmick for tax gain. Said 
should be limited to situations falling 
within the boundaries set up by the 


holding 


Tax Court in that case. If so applied, it 
would seem that an employer may re- 
locate a relatively new employee by use 
of a “temporary station” 
tion. The length of time the employee 
remains at the “temporary station” will 
be weighed with the other surrounding 
circumstances so that the “five-week” 
Cavanagh period may not always be an 
adequate minimum. 

In the second recent Tax Court case, 
Alan J. Vandermade,8 the Cavanagh 


before reloca- 


case was distinguished, giving credence 
to the above warning. Vandermade was 
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a sales engineer employed by _ the 
Niagara Blower Company, a New York 
firm. He was selected and transferred 
on a temporary basis (for not more than 
six months), to a West Coast firm in the 
same field, which had lost all of its sales 
engineers and requested that Niagara 
lend it an experienced sales engineer. 
the end of the six month 
period, the taxpayer decided to remain 
permanently with the West Coast firm. 
\n arrangement was made whereby the 
West 
for the cost of moving his family and 
household effects to California. 


Prior to 


Coast firm would reimburse him 


The Tax Court said that in the light 
of all the facts, until the taxpayer ac- 
tually resigned from Niagara, he was on 
loan to the West Coast firm and still 
an employee of Niagara. Upon his deci- 
sion to leave Niagara, he became a new 
employee of the West Coast firm and re- 
imbursed moving expenses by the new 
employer for moving at this time were 
compensatory in nature and thus tax- 
him. It 
this 


able income to may be con- 
that “old em- 


ployee” status with respect to paid for 


cluded from case 
or reimbursed moving expenses will not 
be granted if the employee was on an 
unofhcial employment basis” before he 


moved. 


What are moving costs? 


Neither the Code nor the Regulations 


define “moving costs” in connection 


with the income treatment of 


amounts paid for or reimbursed to an 


tax 


employee by an employer for moving 
to a new place of employment. Cases 
ind rulings also lack definiteness. Gen- 
erally, direct costs, such as shipping, are 
not considered when no new 
employer is concerned. Indirect costs, 
such as brokerage fees, should logically 


income 


receive the same treatment as they, too, 
are caused by the change of address. 
Nevertheless, the Internal Revenue Serv- 
ice held that amounts received as allow- 
ances or reimbursements for meals and 
lodgings of an employee and his family 
while they are awaiting permanent 
quarters at a new post of duty are in- 
cludable in his gross income.® It may be 
concluded that it would take the same 
position with respect to other indirect 
costs, which were “excess of allowances 
or reimbursements over the actual travel 


and transportation expenses.” It should 


be noted, however, that the Cavanagh 
decision!® held that the extraordinary 
incidental moving expenses, all of which 
were borne by the employer, did not 
constitute taxable income to the em- 
ployee. This would indicate that the 
Tax Court will treat indirect moving 
costs as it does direct moving costs.11 

Reimbursement by an employer of a 
loss on the sale of a house by an em- 
ployee, necessitated by the employer's 
requirement that the employee relocate, 
could be compensation if that was in- 
tended. It need not be, though. It was 
held in that where a tax- 
payer’s employer agreed to reimburse 
him for any loss on a sale of his resi- 
dence, because the employer wanted him 
to live elsewhere, the amount paid him 
was “realized from the sale of his home,” 
rather than compensation. The taxpayer 
was asked by his employer to relocate. 
He put his house on the market but 
received no offer equal to his cost. His 
employer told him to take the best offer 
and that the employer would make up 
the difference between his cost and the 
sale price of the house. The benefit in 
this instance was to the potential buyer. 
The prevented 
from suffering a loss because of his em- 
ployer’s requirements. In the light of 
these circumstances, the court was sym- 
pathetic with the taxpayer. 

On the other hand, in Rinehart13 and 
Le Grand,\* it was held that money 
paid to a taxpayer by his employer to 
assist in the purchase of a house at a 
new work location was compensation. In 


Schaireri2 


taxpayer was merely 


those cases, the taxpayers’ employers 
paid them part of the purchase price of 
their for 
moving, the payments being deducted 


as payroll expense. 


new houses as consideration 


Termination of employment 
Reimbursed moving expenses upon 
termination of employment was dis- 
the Tax Court in Lee 
Friend.15 The court held that such re- 
imbursement resulted in taxable in- 
come to the employee as this was not 


cussed by 


“expenses incurred in connection with 
the trade or business of his employer.” 

A possible way of avoiding the effects 
of this rule is to relocate the employee 
to an office in the area in which he in- 
tends to live, before he retires. His re- 
imbursed moving expenses at this point 
would be tax-free to him, providing the 
employer can show that the relocation 
was primarily for its benefit and not 
that of the employee. The employee may 
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then retire at a later date, without in- 
curring further moving expenses. 
Conclusion 


Bearing in mind that the interpreta- 
tion of the key words can be of crucial 


importance, we can summarize the 
present situation in these rules of 
thumb: 


1. For a new employee, all amounts 
absorbed or reimbursed by the new or 
prospective employer are deductible by 
the employer, income to the new em- 
ployee, and subject to withholding. 

2. For an employee already on the 
payroll, (1) the direct moving costs are 
deductible by the employer, net taxable 
to the employee, and not subject to 
withholding; (2) indirect moving costs 
are deductible by the employer, taxable 
to the employee, and subject to with- 
holding; however, where such indirect 
moving costs are considered extraordi- 
nary they are not taxable to the em- 
ployee and not subject to withholding; 
(3) losses on the sale of the employee’s 
house, absorbed or reimbursed by the 
employer are additional “proceeds from 
the sale”; as such they are deductible 
by the employer, not subject to with- 
holding, and they would not result in 
taxable income to the employee (except 
as they are included in the “amount 
realized” and the em- 
ployer has more than made up the tax 


from the sale 
loss); (4) reimbursed moving expenses 
upon termination of employment re- 
sults in the em- 
ployee. * 


taxable income to 


! Rev. Rul. 59-236, 1959-2 CB 234. 

2 Rev. Rul. 54-429, 1954-2 CB 53. 

® Rev. Rul. 54-429, 1954-2 CB 53. 

4 Regardless of how a payment is treated by the 
employee (as income or not), the employer is en- 
titled to a business deduction for whatever costs 
he incurs, whether he pays them directly, on be- 
half of the employee, or reimburses the employee 
for the amount spent. And if the employee must 
treat such payments as income, the employer must 
report these amounts on Form W-2 withholding 
tax statement and include them in calculating the 
taxes under the Federal Insurance Contributions 
Act and the Federal Unemployment Tax Act, as 
they are considered “wages” for the purposes of 
said Acts. Rev. Rul. 59-236, 1959-2 CB 234. 

5 See W. Woodall, 255 F.2d 370; Forrest W. Rice, 
13 TCM 394. 

* 36 TC No. 32. 

7 Supra. 

5 36 TC No. 63. 

® Rev. Rul. 54-429, 1954-2 CB 53. 

10 Supra. 

11 Judges Tietjens, Turner and Opper dissented in 
the Cavanagh case. 

129 TC 549. 

1818 TC 672. 

14105 F.Supp. 177. 

15 TCM 1961-167. The Friend case also held reim- 
bursed moving expenses of a new employee are 
taxable income to him. 
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Corporate officers’ liability for 


unpaid withheld taxes can be limited 


by OSCAR H. FELDMAN 


This analysis of the liability of corporate officers examines the different approaches 


taken by the courts and by the IRS. It concludes with a number of practical hints 


to those responsible for corporations that may be treading on thin ice. 


pee A corporation is in financial 
stress the managing officers are 
tempted to conserve funds or provide 
working capital by making Uncle. Sam 
an involuntary creditor. Some of these 
executives blithely assume that if the 
company fails to weather the storm they 
personally will be safe. What they do 
not realize is that they can be saddled 
with personal liability for the tax de- 
linquencies. If the need arises, the IRS 
can collect from the responsible indi- 
viduals rather than the corporation, and 
it need not prove evil motive or per- 


sonal. gain to do so. 


Code provisions 


Section 7501(a) of the 1954 Code de- 


clares withheld and collected taxes to 
be a “special fund in trust for the 
United States.” This secton is rarely 
used by the IRS because tracing the 


trust funds into the hands of corporate 


"oO 


officials is difficult. Section 6672, the so- 
called 100% penalty provision, is easier 
to use and therefore figures more prom- 
inently in the reported cases. Under this 
section, any person who wilfully fails 
to collect, truthfully account for and 
pay over a required tax, or who wilfully 
attempts to evade the tax, is liable for 
the full 


in Section 6671(b) to include on officer 


amount. “Person” is defined 
of a corporation, a member of a part- 
nership, or an employee who is under a 
duty to perform the act alleged to be 
violated. 

The Regulations make it clear, in 
Section 301.6672-1, that the 100% penal- 
ty applies only to taxes collected from 
third persons, such as withheld and so- 
cial security payments, or admission 
taxes collected from the public. It does 
not apply to taxes imposed directly 
against the corporation, such as income, 
excise, or unemployment taxes. Unfor- 
tunately neither the Regulations nor the 
cases make clear what the Code means 
by ‘“wilfull” action and by persons under 
a duty to act. The Commissioner adopt- 


ed a test for wilfullness in Revenue Rul- 


ing 54-158 (1954-1 Cum. Bull. 247) 
which requires only knowledge and in- 
tent to 
taxes to pay operating expenses, or for 


use the withheld or collected 
other purposes, instead of paying them 
the The 
however, have not always been ready to 


over to Government. courts, 
adopt this view and have sometimes 


made evil motive a requisite. 


Meaning of wilfullness 

‘In Kellems (97 F.Supp. 681, 1950), 
the district court of Connecticut stated 
that “wilfully” meant wthout reasonable 
cause, capricious. The penalty against 
Mrs. Kellems was sustained because she 
failed to meet the test of a reasonably 
prudent businessman, not because she 
deliberately refused to withhold income 
taxes from her employees. The district 


court of Arizona fo:lowed the Kellems 
decision adding that “the basic elements 
of wilfullness are evil motive, lack of 


justification, bad purpose or something 
done or not’ done without justifiable 
excuse.”” Cushman‘v. Wood (149 F.Supp. 
644, 1956). Both these cases involved 
interpretation of Section 2707(a) of the 
1939 Code, 
6672 in the 1954 Code. The earlier sec- 


the forerunner of Section 
tion was similar in language but also 


contained subdivisions dealing with 
criminal offenses subject to fine and 
imprisonment. These subdivisions are 
placed elsewhere in the 1954 Code and 
hence may furnish. some basis for dis- 
tinguishing the Kelléms case when con- 
sidering the 100°% penalty today. 

The trend of the: more recent cases, 
as well as a few of the older ones, is 
the 
wilfullness and away from requiring a 
criminal element. Bloom (272 F.2d 215 
1959, cert. den. 363 U.S. 803) held that 


a corporate officer:acted wilfully in pay- 


towards Commissioner’s view of 


ing other creditors than the Govern- 
ment out of withheld funds. Other cases 
siding with the Commissioner in hold- 
ing the 1939 penalty applicable: are 
Paddock v. Siemoneit (218 W.W.2d 428, 
1949) and In re Haynes (88 F.Supp. 379, 


1949). But in Steele and Stubblefield 
(DC Ark. 1/11/61, 61 USTC 9210), in- 
volving the 1954 Code, the jury refused 
to impose the penalty on responsible 
officers who had acted deliberately. This 
suggests, that proof of wilfullness may 
require something than mere 
failure to pay over or to collect the 
taxes. 

Under the Commissioner's view, 
knowledge and intent establish wilfull- 
ness. How are these elements proven? 
In the Haynes case the court said it is 
sufficient to that the corporate 
officer had under his control the funds 
that were set apart for tax payments but 
appropriated them to some other pur- 
pose. Other cases, however, indicate that 


more 


show 


the responsible person may bave a legal 
excuse for failure to pay over the funds, 
In Clark, (58-1 USTC 49314), a Wash- 
ington district court refused to impose 
the penalty on a vice-president who was 
and the 
corporation’s attorney because he did 
not find out about the depository meth- 
od of handling payments until the cor- 


also a member of the board 


poration had become insolvent. Like- 
wise in Markewich (61-1 USTC 49241) a 
N. Y. district court excused the corpo- 
rate treasurer upon proof that he had 
indi- 


who 


turned over the tax funds to an 
vidual in active management 
failed to make the intended deposits. 
The court observed that plaintiff's ac- 
tion may have been negligent but it had 
“no element whatever of intention and 
his failure to remit the checks himself 
cannot be characterized as wilfull fail- 
ure.” It has also been held that “mere 
negligence in failing to ascertain the 
facts in not enough” to impose the 
penalty. Levy (140 F.Supp. 834, 1956). 


Persons subject to liability 
Who is subject to personal liability? 


‘any 


person required to collect, truthfully ac- 


‘ 


The Code specifies, in Section 6672, 


count for and pay over” the tax funds 
while Section 6671 defines ‘“‘person” as 
“anyone under a duty to perform” such 
acts. The language of the Code is clear 
enough but difficulty arises in trying to 
apply it to firms in which the manage- 
ment functions are not clearly deline- 
ated. Sometimes, as in the Cushman 
case, the president and vice-president 
have delegated responsibility to an ac- 
countant to prepare the returns and to 
the general manager to withhold and 
pay over the taxes. Or, as in Wiggins 
(D.C. Wash. 1/8/60, 60-2 USTC 9716) 
the delegation of responsibility may be 
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to a bookkeeper. In exonerating the 
president in this case, the court thought 
it quite doubtful that he was a “person” 
under the Code provisions and in the 
Siemoneit case a wife escaped liability 
because she was only a nominal vice- 
president. Nevertheless the IRS has at- 
tempted to collect from all executives 
who held an office during the period of 
delinquency. 

Chere do not appear to be any cases 
in which the Service looked to a stock- 
holder or board member for payment, 
but conceivably this could be done if 
the individual contributed to the de- 
cision not to pay over taxes. If the IRS 
ever takes this approach, it could be 
argued that since Section 6672 is a pen- 
alty statute, it should be strictly con- 
strued; the failure of Section 6671(b) 
t stock- 
holders in defining persons liable should 


» include board members and 


preclude imposing the penalty on them. 


Procedure for contesting liability 

Upon receipt of notice from the IRS 
that it proposes to assess the 100% pen- 
alty, an individual may agree to pay or 
he may request a hearing. If he is un- 
able to convince the IRS at the informal 
conference that he is not the responsible 
person, he may file a protest and re- 
quest a conference with the Regional 
Appellate Division. If the case is not 
settled at this stage, the District Direc- 
tor will assess the penalty against all 
persons considered responsible. While 
theoretically the amount of delinquent 
tax could be collected more than once, 
the IRS’ policy is to be satisfied with 
one penalty. 

If the officer should sleep on his rights 
and a penalty is assessed, it would ap- 
pear that he will have forfeited all rights 
administrative determination of 
his liability. See Rev. Proc. 61-27, IRB 
1961-41, 17 (CCH 46555). 


If, during the informal negotiations, 


to an 


the three year Statute of Limitations is 
bout to run, the taxpayer will be asked 


to sign a one year extension. For pur- 
poses of computing the time, each of 
he employer’s quarterly tax returns is 
deemed to have been filed on April 
15th following the year in which the 
ixes were required to be collected. (See 
Section 6501 of the Code). Should the 
taxpayer refuse to extend the time, or 
should he lose in the informal appeal, 
the penalty will be assessed. He may 
then pay part or all of the assessment 
nd seek judicial determination of his 
liability by suing for a refund in either 


the U. S. district court or the Court of 
Claims. It was held in Steele v. U. S. 
(280 F.2d 89, 1960) that full payment 
of the penalty was not a requisite to 
bringing suit. 


Practical hints 

First, if a client is on the vergé of 
bankruptcy, available cash should be 
used to pay delinquent withholding and 
social security taxes. Don’t rely on the 
Government's claim in the 
bankruptcy proceeding for such taxes, 


priority 


for it may not be diligent in protecting 
this claim with the result that it may 
look to individuals for the 100% pen- 
alty. 

Second, don’t contemplate a_bank- 
ruptcy proceeding for an individual off- 
cer expecting that he will be discharged 
from liability for the 100% penalty. 
The Haynes 
trary. 


case dictates to the con- 


Third, if a corporation is being pur- 
chased through the acquisition of its 
outstanding stock, the 


corporation’s obligation for taxes should 


status of the 


be determined. If they are delinquent, 
that 
under the 


be sure money will be available 


new management to dis- 
charge these obligations, or in the al- 
ternative, secure an _ indemnification 
from the sellers for their payment, or 
perhaps provide for both. In one in- 
stance an incoming stockholder, who as- 
sumed the duties of president, was per- 
sonally charged by the Government 
with responsibility for the payment of 
delinquent withholding taxes which had 
accrued prior to his entry into the corpo- 
ration. Far fetched, perhaps. But the 
officer settled the case by payment of 
several thousand dollars. 

Fourth, if a responsible officer is 
aware of the failure of his corporation 
to make timely deposits or returns in re- 
spect to withholding taxes, admission 
like, and 
wishes to avoid liability for the 100% 


taxes and the such officer 
penalty, he should be advised to take 
some positive action to insulate him- 
self from such liability. At a minimum, 
he should put himself on record with 
the corporation as opposing such action. 


Where such officer’s signature on checks 





[Oscar H. Feldman is a member of the 
Detroit, Michigan law firm of Katcher 
and Feldman. He has served as Attorney 
in the Chief Counsel’s Office, Washing- 
ton, D. C. This article is a condensa- 
tion of a paper delivered by Mr. Feld- 
man before the Michigan Bar.| 
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is not sufficient, but requires a counter 
signature, he might be well advised to 
go so far as to pay by a corporate check 
without counter signature. While the 
check will be dishonored, such action 
may preclude the imposition of the 
100% penalty. However, by such action 
the officer would be subject to the 1% 
penalty under Section 6657 for tender- 
ing a bad check. 


Is penalty deductible? 
Lastly, if the 
chance of 


individual _ officers’ 


defeating the penalty is 
negligible, don’t wait until the assess- 
ment is made. Pay it before the assess- 
ment is made. It is possible that this 
ofhcer, by doing so, may avail himself 
of an income tax deduction to the ex- 
tent of such payment. There are sev- 
eral theories which may be advanced to 
support such a deduction. First, that the 
payment of the penalty constitutes a 
loss incurred in the officer’s trade or 
business, namely, his employment, and 
therefore under Section 
165(c)(1). Or it may be argued that such 
payment constitutes a loss incurred in 


deductible 


a transaction entered into for profit and 
deductible under Section 165(c))(2). Such 
an argument was successfully advanced 
by the taxpayer in Peter Stamos, (22 TC 
885, 1954). Here the taxpayer, on advice 
of counsel, paid the delinquent corpo- 
rate taxes when he was threatened by 
the Government with civil and criminal 
penalties—but before any assessment was 
made. The court rejected the Commis 
sioner’s argument that the officer was a 
mere volunteer, and found rather that 
in making payment he was acting under 
advice of counsel that he was liable. 

A long shadow, however, has now 
been cast upon the Stamos decision—by 
none other than the Tax Court itself in 


Benjamin T. and Jeanette M. Smith 


(34 TC 1100) decided in September, 
1960. Here the taxpayer-officers had 
paid, after being duly assessed, the 
100% penalty under the 1939 Code. 


They claimed a deduction upon their 
income tax return for the payment, and 
when contested by the Commissioner, 
argued in the alternative that it was a 
permissible deduction as a loss incurred 
in his trade as an employee under Sec- 
tion 165(c) of the Code or as a “bad 
debt” under Section 166. The court re- 
jected both arguments and held that 
the allowance of such deduction would, 
in the language of the court, “frustrate 
1939 
Code provisions ‘proscribing particular 


the public policy embodied in 





a2 * 


types of conduct’ on the part of persons 
responsible for the collection and pay- 
the employment taxes. Of 
course, the taxpayers argued that the 


ment” of 


court’s own decision in Stamos was con- 
trol‘ing. In reply, the court stated: 
“This court’s holding (in Stamos) that 
the taxpayer’s payments were deductible 
as ‘nonbusiness losses’ was based 
solely upon (our) conclusions that the 
taxpayer had not acted ‘as a mere volun- 
teer’ in paying the corporation’s taxes 
and that his payments constituted losses 
incurred in a transaction entered into 
for profit. No assessment had been made 
against the taxpayer personally (for the 
100% penalty) and the court did not 





Monthly payments found to be alimony, 
not in settlement of property rights. 
In a property settlement agreement 
later incorporated in the interlocutory 
the 


band agreed to pay the wife $75 a month 


and final decrees of divorce, hus- 
for the support of their child, and $100 
a month for five years or until her re- 
marriage or death. The $100 payments 
together with other real and personal 
property were to be in satisfaction of 
the wife’s property rights as well as her 
rights to alimony support and mainten- 
the 


and final decrees of divorce provided 


ance. Even though interlocutory 
that “‘no alimony is awarded,” the court 
finds the dominant purpose of the $100 
payments was to provide support for the 
wife and was not related to the settle- 
the 


spouses. Accordingly the payments rep- 


ment of property rights between 


resented alimony which shou!d have 


been included in the wife’s income. 


Jones, TCM 1961-266. 


Tax Court accepts circuit court rules 
on principal sum for alimony. Taxpayer 
signed a property settlement agreemeni 
in which her husband agreed to pay 


for her support and maintenance a 
monthly sum for three years. Payments 
would cease on taxpayer’s completion of 
certain schooling, or her employment 
for a year, or her death or remarriage. 
At the the 


agreement taxpayer did not contemplate 


time of the execution of 
divorce, but shortly thereafter consented 
to a divorce instituted by her husband. 
The divorce decree did not mention the 
the 
the 
agreement and subsequent to the di- 


agreement and the husband made 


required payments pursuant to 


vorce. The Tax Court, one judge dis- 
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examine or pass upon the issue relat- 
ing to frustration of well defined public 
policy which we regard as determinative 
here.” 

Is the court suggesting that you may 
have the benefit of the deduction if you 
pay the penalty before it is assessed? 
Possibly, otherwise why didn’t it recog- 
nize that Stamos was bad law and over- 
rule it? It will be interesting to watch 
future developments particularly since 
the Fifth Circuit has just affirmed the 
Tax Court in a per Curiam decision, 
“We find ourselves in agreement with 
the conclusions reached by the tax court 
and with the reasons which it has as- 
signed for its decision.” % 


senting, holds taxpayer taxable. It is 
well settled that when an agreement 
survives the divorce it is to be regarded 
as incident to the divorce for the pur- 
pose of qualifying payments under it as 
alimony. As to the contingencies, the 
that it had 
originally taken the position in Steinel, 
(10 TC 409) that the contingencies of 
death or remarriage did not prevent 


Tax Court points out 


there being a known principal sum, a 
necessary condition to treating the pay- 
ments as installment of a principal sum 
and therefore (unless extending over 
more than 10 years) not alimony. How- 
ever, a number of circuit court de- 
cisions have held to the contrary and 
none has sustained the Tax Court. The 
Tax Court therefore adopts the circuit 
court 


position that contingencies are 


not to be ignored until they occur. 
There is no principal sum and the pay- 
ments in issue here are taxable alimony. 
Cramer, 36 TC No, 115. 

Exemption for child of divorced parents 
awarded to mother. Taxpayer received 
from her divorced husband $75 a month 
for the support of their child who lived 
with her but spent approximately 14th 
of the year with his father. From the 
evidence, the court concludes that the 
taxpayer's expenditures properly al- 
locable to the support of the child ex- 
ceeded such expenditures by her former 
husband, and grants taxpayer the de- 
pendency exemption. Jones, TCM 1961- 


266. 


Dependency exemptions denied for 
failure of proof. Taxpayer and his wife 
claimed dependency exemptions for a 
sister and her two children who lived 


with them for eight months in 1956, 
on the basis that they provided 60% of 
the support for the three. However, in 
the absence of any evidence on the 
total amount of the support of the 
sister and her children, and the amount 
furnished by taxpayer, the court denies 
the exemptions for lack of proof. Wag- 
ner, TCM 1961-255. 


Father denied exemption for child liv- 
ing with divorced wife. The court finds 
taxpayer, who was divorced, failed to 
prove he furnished more than one-half 
of the support of his son living with 
his mother. A claimed dependency ex- 
emption is denied. Naker, TCM 1961- 
263. 


Farm wasn’t a business venture; can’t 
deduct expenses. Taxpayer owned a date 
farm in California and engaged in a 
A large resi- 
dence was located on the farm property 
and taxpayer owned no residence in 
Chicago. Taxpayer argued that the farm 
was never intended to be a recreational 


law practice in Chicago. 


hobby, but was conducted as a separate 
business enterprise for profit. The Gov- 
ernment contended, however, that tax- 
payer had no profit motive regarding 
the date farm and that its operations 
were merely incidental to taxpayer’s use 
of the property as a country residence. 
This court upholds the Tax Court by 
finding that the evidence shows no at- 
tempt was ever made to put the date 
farm on a paying basis and taxpayer 
had no good faith intention to operate 
the farm as a business venture. Thus, 
the costs incurred regarding the farm 
property were non-deductible personal 
expenses. Likewise, since the date farm 
was not recognized as a legitimate busi- 
ness operated for profit, certain travel 
and hotel expenses incurred in traveling 
from Chicago to the California farm 
are not deductib’e business 
Teitelbaum, CA-7, 8/24/61. 


expenses. 


Air Force officer can’t deduct enter- 
tainment as a business expense. Tax- 
payers, an air force medical officer and 
his wife, are denied deductions for 
amounts expended by them for club 
dues, food and drink, attending parties, 
and nursery fees for their children while 
attending such functions. Even if the 
court could assume without proof that 


entertaining such as taxpayers did was 


customary in the Air Force, there is no 
evidence that such expenditures were 
necessary. Preston, TCM 1961-250. 
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Can deduct only amounts designated as 
interest in settlement agreement. Tax- 
payer was a bank officer whose wife be- 
gan a fraud action against him. He made 
a settlement with her and claimed a 
large part of the settlement was deduc- 
tible as interest. This court, upholding 
the Tax Court, allows a deduction for 
only the portions identified in the 
agreement as interest. Furthermore, legal 
fees paid in connection with the litiga- 
tion to settle the various differences be- 
tween taxpayer and his wife, involving 
his management of her properties as 
trustee, are not deductible since they 
were not incurred in his business nor 
for the production or collection of in- 
come, but arose solely and exclusively 
out of the personal relationship of hus- 
band and wife. Sefton, Jr., CA-9, 6/28/ 


61. 


Loss on demonstrator boat allowed; was 
a business venture. In 1955, taxpayer, 
in individual, attempted to enter the 
He entered a sub-dealer 


boat business. 


arrangement with a _ franchised boat 
dealer and purchased from the dealer a 
thirty-eight foot cruiser for demonstra- 
tion purposes. The cruiser was docked 
at a local yacht club of which taxpayer 
vas a member. Taxpayer used the boat 
incidentally on several occasions for 
personal reasons, but the major use of 

was in taxpayer’s regular and con- 
tinuous efforts in attempting to sell it 
ilong with other types of boats. In De- 
1956, the 


cruiser at a loss after realizing that his 


cember, taxpayer sold the 
boat selling business was a failure. This 
court holds that taxpayer had entered 
faith, 


thus, the loss sustained on the sale of 


the boat and 


business in good 
the cruiser is a business loss. Because of 
his occasional use of the boat for per- 
sonal reasons, however, his expenses for 
yacht club dues and dockage fees are 
not deductible. Cox, DC N. Y., 7/12/61. 


futomobile confiscated by East German 
officials not allowable theft or casualty 
loss. Taxpayer purchased a Volkswagen 
n West Berlin. Three days later, in at- 
tempting to drive the car to Hamburg, 
e was stopped by East German officials 
it a checkpoint and was interrogated 
for two hours. He gave the officials his 
1utomobile papers and was released, but 
his car was impounded purportedly be- 
cause a certain paper was missing. Tax- 
payer's efforts to reclaim the car through 
the U. 
avail because of the lack of diplomatic 


S. State Department were of no 


relations, and two West Berlin lawyers 
retained were unwilling to go to East 
Berlin. A reluctant Tax Court holds 
there is no deductible loss. This is not 
a theft since the officials were acting 
under color of legal authority, no matter 
how arbitrarily. It is not a casualty. 
The requisite element of chance, acci- 
dent or contingency is not 
Powers, 26 TC No. 121. 


present. 


Interest from Kentucky turnpike bonds 
is tax exempt. The IRS rules that turn- 
pike revenue bonds issued by Kentucky’s 
Highway Department constitute obliga- 
tions of a political subdivision of a 
state under Section 103. Accordingly, in- 
terest therefrom is excludable from gross 
income. Rev. Rul. 61-145. 


College’s payments to researchers, fund- 
ed by Federal grant, are not exclud- 
able scholarships. Under the Nationa’ 
Defense Education Act of 1958 a col- 
lege received a grant for the purpose of 
aiding it in conducting a mathematics 
research project. Members of the project 
staff were paid “salaries” from project 
funds according to the time devoted 
and the amounts were based upon rates 
of pay normally paid for the same or 
similar services. The IRS rules that the 
amounts received by the staff were com- 
taxable under 


pensation for services 


Section 61, and not scholarships or 
fellowship grants under Section 117. 
Neither the college nor the staff re- 
garded the “salaries” as scholarships; the 
payments were made in exchange for 
services; increasing the skills and knowl- 
edge of the staff was only an incidental 
result of the project. Rev. Rul. 61-174. 


Christmas gifts held taxable income. 
Taxpayer, an attorney for a restaurant 
association, received certain sums from 


the association which he characterized 
as Christmas gifts and which he did not 
report as taxable income. The minutes 
of the association indicated taxpayer 
was given the sums “to cover additional 
expenses which he incurs.” This court 
holds that the Tax Court's finding that 
the sums so received were taxable com- 
pensation is not clearly erroneous and 


must stand. Teitelbaum. CA-7, 8/24/61. 


Union strike and lockout benefits may 
be gifts. In U. S. v. Kaiser (363 U.S. 299 
(1960)) a labor union furnished strike 
bencfits (room, board, and clothing) to 
a needy worker participating in a strike. 


The worker was not a union member 


Personal tax problems + 373 


during the early period of the strike. 
The Supreme Court, in sustaining the 
jury’s findings that the payments consti- 
tuted gifts excludable from gross income, 
stated that the question is essentially 
one of fact. The court noted that fac- 
tors such as the form and amount of 
benefits, need, and availability of public 
assistance were taken into account. The 
IRS now modifies its inconsistent rulings 
previous to this decision and rules that 
in cases presenting similar facts, benefit 
payments will be regarded as exclud- 
able gifts. The fact that benefits are paid 
only to union members will not, in and 
of itself, be considered determinative of 
whether they constitute gifts or income. 
Rev. Rul. 61-136. 


Taxability of Indians. Taxpayers, mem- 
bers of the Quapaw tribe of Indians, re- 
ceived income from original and inher- 
ited restricted allotments, and the sole 
issue is whether such income is exempt 
from Federal 
OR ETS the material 
facts were the same as here, the court 
holds the income exempt from the Fed- 
eral income tax. Ramsey, DC Okla., 
5/29/61. 
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Growing state tax powers make wise 


planning and good records vital 


by PAUL R. RASMUSSEN 


The tax man for interstate business is warned that the states are going to exercise 


to the full their powers to tax out-of-state firms within their jurisdiction and that 


they are going to use rapidly developing short-cut means of enforcement. Mr. 


Rasmussen reviews these recent developments and explains the kinds of records 


that should be kept and the care that must be taken to avoid arbitrary assessment 


and collection procedures. 


Ik THE Goop old days before our recent 
Supreme Court cases and PL 86-272, 
the high court’s protective attitude to- 
ward the interstate taxpayer reached its 
zenith in this most heartening statement: 
“Interstate commerce cannot be taxed 
at all.”1 This was in 1887. However, as 
fought the 
courts, ideas changed. Justice Holmes in 
19302 felt compelled to take the stand 


that “even interstate commerce must pay 


later cases were through 


its way.” And in 1938 Justice Stone took 
the interstate taxpayer a little further 
down the road away from Utopia with 
his remarks that the commerce clause 
did not have for its purpose the relief 
of those engaged in interstate commerce 
from their just share of state tax bur- 
dens, and that not all state taxation is 
to be condemned because it affects inter- 


state commerce.* 


Jurisdiction to tax 

The courts in the next few years de- 
veloped a “commercial domicile” con- 
cept as corporate business became na- 
tional in scope. Inventory, plant and 
equipment, administration, accounting 
records—all that a business needs to carry 
on in a very real sense—created a com- 
mercial domicile, so as to give the state 
jurisdiction to assess a tax. The Wheel- 
ing Steelt and Memphis Natural Gas® 
cases are examples of this. 
the 1940’s certain 
suming states—as opposed to the manu- 


However, in con- 
facturing states—developed a different 
philosophy and test of jurisdiction and 
this has become a crux of the problem 


of the power to tax. This test is “gain- 
ful activity.” Among the states actively 
pioneering this doctrine were California 
and Georgia. Georgia, for example, in 
the 1950 amendments to its tax statutes 
defined (in levying an income tax on 
doing business within the state) the 
term “doing business” to mean any ac- 
tivity or transaction carried on for finan- 
cial gain. 

Any activity for financial gain is a far 
cry from payroll, brick and mortar, 
goods, order receipt and acceptance, ac- 
counting records—all the trappings of a 
commercial domicile we were always 
used to in the good old days. 

The states’ right to tax an out-of-state 
business always rests on an affirmative 
answer to the question—does the state 
have jurisdiction? Jurisdiction has sev- 
eral meanings depending on the purpose 
for which the state is attempting to exer- 
cise power. There are three main pur- 
poses® for which a state attempts to exer- 
cise jurisdiction over a foreign corpora- 
tion (i.e. a corporation incorporated un- 
der the laws of a state other than the 
one seeking to exercise jurisdiction): 

1. Service of process 

2. Taxation 

3. Domestication or qualification un- 
der statutes regulating foreign corpora- 
tions. 


It is necessary to distinguish carefully 
between the dual requirements imposed 
by the statutes of a particular state and 
by the case law, either of the courts of 
that state or of other courts, for the pur- 
pose of tax jurisdiction as opposed to 


the purpose of either service of process 
or of qualification. 

If jurisdiction to tax is at issue, tests 
for the latter two purposes mean very 
little unless, by either a state statute or 
by the courts, these tests have been 
adopted for purposes of taxation, either 
for assessment or for collection. 

Thus jurisdiction depends on legal 
domicile (for a domestic corporation), 
commercial domicile (for a multistate 
company) or gainful activity (also a mul- 
tistate test), all of which are means of 
establishing “‘nexus” or a connection be- 
tween the taxpayer and the state’s mar- 
ket place. Congress in Public Law 86- 
272 set up still another jurisdictional 
test—that of “solicitation-plus” but for 
certain situations only. In many other 
instances the test of gainful activity in 
the barest sense—solicitation alone—can 
give a state jurisdiction to tax, even with 
Public Law 86-272 on the books. 

It must be remembered that Public 
Law 86-272 was passed to limit the 
states’ power to tax in a narrow set of 
facts, mainly where the within-state ac- 
tivity was strictly limited to solicitation 
for sales of tangible personal property, 
and where the order was accepted and 
filled out-of-state and the goods shipped 
into the state. The celebrated Northwest- 
ern-Stockham cases would not have come 
under the protection of Public Law 86- 
272, since each taxpayer had an office in 
the state. But Congress did act because 
of two other cases, which are still the 
law, except as narrowly limited by Con- 
gress, where solicitation alone was held 
to give the state tax jurisdiction over an 
out-of-state seller who did nothing but 
interstate business in the state. (Brown- 
Foreman Distillers Corp.7? and Interna- 
tional Shoe’). 

These cases and concepts are the back- 
drop for the Federal law, PL 86-272. A 
superficial glance at our jurisdictional 
problem at this point would allow an 
interstate taxpayer possibly to feel that 
all his problems were solved by Con- 
gress, but, as all of us know, such is not 
the case. 

The Brown-Foreman and Internation- 
al Shoe cases are still very much the test 
of jurisdiction to tax income on the 
basis of solicitation only where the out- 
of-state corporation finds itself in any 
one of the following factual situations, 
1 Robbins v. Shelby County Taxing District, 120 
U.S. 489 (1887) (497). 

2 New Jersey Bell Telephone Company v. State 
Board of Taxes and Assessments, 280 U.S. 338 


(1930) (351) citing Postal Telegraph-Cable Co. v. 
Richmond, 249 U.S. 252 (259). 
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none of which are covered by PL 86-272: 

1. Sales of other than tangible per- 
sonal property. 

2. Orders approved in the taxing 
state. 

3. Orders filled from within the tax- 
ing state. 

t, Orders not shipped into the taxing 
state. 

5. Services. 

6. Solicitation-plus, such as servicing, 
goods left on approval, adjustment ap- 
proval, down payment receipt, etc.; sales- 
men using home as office of employer, 
installing, advertising and catalog distri- 
bution; desk space; a hotel exhibition 
room; listing of an employee’s residence 
as a business address; even having a 
salesman’s business card show his home 
address and so on. 

In any one of the above situations an 
interstate taxpayer has jurisdictional 
problems if the particular state’s income 
tax law has a “gainful activity” test of 
jurisdiction. Many states do and the list 
is growing every year. It is a rare corpo- 
rate selling and distribution function, 
for example, that could avoid the “soli- 
citation-plus” test and still be worth 
anything to the corporation it is sup- 
posed to be serving so energetically and 
profitably. 


1 pportionment 

With jurisdiction to assess, we have a 
tax. Without jurisdiction we have no 
tax. With jurisdiction, the sky is the 
limit—so long as the apportionment 
Here the ulti- 


mate task of the taxpayer would be to 


formula is reasonable. 
prove more than 100% of income sub- 
ject to states’ income taxes. Not an easy 
job, when it is attempted before a state 
court committed jealously to guard the 
revenues of its taxing state. 

It is pertinent here to mention that 
the larger corporations for the most part 
operate in all states in such a way as to 
have a commercial domicile therein un- 
der the older cases and the new concept 
of jurisdiction may have little effect. 
But even their tax load may be higher 
as the states tighten up administration. 
The small and medium sized corpora- 


tions, doing business across state lines, 


re most affected by the new jurisdic- 
tional concepts. 
Once jurisdiction is attained, the ap- 


McGoldrick v. Berwind-White Coal Mining Co., 
309 U.S. 33 (1940) (46), citing Western Live 
Stock v. Bureau of Revenue, 303 U.S. 250 (254). 
‘Wheeling Steel Corp. v. Fox, 298 U.S. 193 
(1936). 


Memphis Natural Gas Co. v. Beeler, 315 U.S. 649 


portionment formula takes over. Such 
formulae vary, but mainly depend upon 
an allocation of property, payroll and 
sales on a unitary basis. Property and 
payroll present some tax problems, but 
sales appear to present even more of 
them. Here again the states’ laws oper- 
ate against the multistate corporation. 
It is possible (Public Law 86-272 not- 
withstanding) to have the same sale in- 
cluded in three different states’ numera- 
tors, in the state of inventory, of solici- 
tation, and of destination. 
Congressional committees are studying 
this situation told to 
come up with their conclusions by 1962, 
but the 


and have been 


future is not too 
promising in my opinion. 


immediate 


Use taxes 
Parallel plague 
corporate out-of-state taxpayers in the 


jurisdictional issues 
use tax field. The Scripto case® and the 
earlier Miller case1® pose the question 
of using an out-of-state seller as a col- 
lection agent for the use tax. Trouble- 
some as this may be, it is an administra- 
tive issue and not, as is the income tax 
problem, an issue of primary liability. 
The user remains liable for the use tax, 
regardless of from whom or by whom it 
is collected. The use tax issue raises 
problems of customer relationships. If 
the out-of-state corporation as the seller 
doesn’t collect the use tax and later is 
forced to pay, can the seller as a practi- 
cal matter go after the buyer, his cus- 
tomer? This is a troublesome and often 
a costly problem. The harrassment and 
administrative cost to the interstate tax- 
payer in many situations are all out of 
proportion to the amount of tax in- 
volved. 

PL 86-272 does not apply to use taxes, 
as we know. The test of jurisdiction in- 
volves basically the power of the legisla- 
ture, not to tax, but to force the out-of- 
state taxpayer to be a collection agent 
for the state. Each use tax statute must 
be carefully scrutinized to ascertain the 
legal basis, if any, for the state’s right to 
use the out-of-state corporation as a col- 
lection agent. 


Accounting problems 


From what has been said it is evident 
that, complex though it may seem, the 
first question that must be answered, 


(1942). 

® Tignor v. Balfour & Company, (1936) 167 Va. 
58 (62). 

7 Brown-Foreman Distillers Corp., 234 La. 651. 
(Motion to dismiss granted by U.S. Supreme Court 
on March 2, 1959.) 
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and in the affirmative, is the jurisdic- 
tional one; for example, if the state has 
the broadest possible grounds for juris- 
diction, the “gainful activity” test, in its 
income tax law, then one of these so- 
called “solicitation-plus” activities as the 
very minimum could give that state the 
right to levy an income tax even when 
the only business done in the state was 
interstate in character. (Since PL 86-272 
does not apply to the use tax, solicita- 
tion here alone is enough.) 

The accounting problems are those of 
allocation, segregation, and apportion- 
ment. They differ under the laws of the 
some 36-odd states with income tax laws, 
although the increasingly popular form- 
ula for income apportionment is the 
three-factor one of sales, payroll, and 
property. Use tax collection requires a 
sales segregation, quite often so as to 
exclude certain exempt customers. 

The accounting and factual problem 
has two aspects: 

1. The use of accounting and finan- 
cial records and techniques to ascertain 
the corporate facts of life, so these facts 
may be applied to develop a reasoned 
legal conclusion as to whether the out- 
of-state corporation has been or is sub- 
ject to income tax jurisdiction. This is 
pertinent whether returns have been 
filed or not. 

2. If the facts show jurisdiction, then 
the accounting procedures must be ade- 
quate to provide income and expense al- 
location, and apportionment. (This as- 
sumes that returns either are or will be 
filed.) 

Accounting and financial and other 
records must be searched for the follow- 
ing information as a factual basis for a 
legal conclusion as to jurisdiction to 
assess a tax: 

1. The location by state of physical 
assets. 

2. The location by state of personnel 
and payroll. 

3. The location by state of sales ef- 
fort—what do the salesmen do and just 
how do they do it and where do they do 
it? 

4. The physical flow of product from 
8 International Shoe Co. v. Fontenot, 236 La. 279. 
(Cert. den. by U.S. Supreme Court 6m’ May 4, 
1959.) “A 
® Scripto, Inc. v. Carson, — 8. Ct. — (1960). 


10 Miller Bros. Co. v. Maryland, 347 U.S. 340 
(1954). 
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taxpayer to his customers. 

5. Terms of sale (FOB points, etc.) 

6. Place of solicitation, placing, nego- 
tiation, acceptance and filling of sales 
orders. 

7. Any other activity regularly carried 
on for profit (such as scrap sales). 

8. Corporate legal and financial activ- 
ity (state of incorporation, locale of di- 
rectors’ meetings, situs of intangibles 
such as bank loans, customer receivables, 
bank accounts; situs of execution of 
major contracts; investments in subsidi- 
aries and what the companies do, leas- 
ing activities or leased locations, etc.). 

9. Sales promotional activity (media 
used and dissemination thereof; use of 
advertising, catalogs, etc.). 

10. Repair, 


(warranty) 


and 
(where 


installation service 


programs and by 
whom and how?). 
11. Purchasing (where and how done). 
12. Any corporate 
(technical or missionary specialists in 


other activities 
product design, market research people 
customer contact men, etc.). 

In addition to accounting, legal, and 
financial records, any and all other rec- 
ords of corporate activity must be stud- 
ied as possible sources of pertinent fac- 
tual information. 

At this point a word of caution is in 
order. Plan your accounting records in 
advance to produce the evidence you 
may need later. States are increasingly 
apportioning sales by sales activity or 
by within-state destination. This may 
result in double taxation of income, 
since these same sales may also be in the 
numerator of the state of inventory for 
Ac- 
counting records should be set up so as 
to build a illegal 
double taxtion, by developing evidence 


income apportionment purposes. 


provable case of 


of an unreasonable formula and hence 
a lack of “due process.” To prove a case 
by a search for facts conducted years 
later often is impossible. 


Enforcement problems 


Enforcement problems devolve into 
these aspects: 

1. Efforts of the state to prove tax jur- 
out-of-state 
tion, and to achieve a full measure of 


isdiction over the corpora- 
tax where liability exists. 

2. Efforts of the state to collect the 
tax after judgment or 
proceedings. 

3. Efforts of the taxpayer to resist pay- 
ment or, if he has already paid, to ob- 
tain a refund of the tax. 

From what has been said it is appar- 


administrative 
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ent that the ability of the state to prove 
jurisdiction to assess a tax on the for- 
eign corporation depends on its own 
laws, the application of PL 86-272 (if 
any), and on the taxpayer’s activity in 
the state. From the standpoint of a good 
job done in ascertaining the facts, the 
recent opinions in the Armco Steel cases 
(1959 and 1960 Michigan lower and high 
court cases) illustrate the wealth of fac- 
tual detail considered by the state and 
the courts.11,12 (The U. S. Supreme 
Court recently refused to hear the tax- 
payer’s appeal.) 

In spite of PL 86-272 almost all of the 
some thirty-six income-taxing states are 
planning to assert income tax assess- 
ment jurisdiction wherever possible un- 
der the “gainful activity” theory. In the 
last several months after the Northwest- 
ern-Stockham decision Idaho, Tennessee, 
Utah, Virginia, South Carolina, Missis- 
sippi, Kansas, and Colorado have amend- 
ed their statutes as a preliminary to 
more vigorous enforcement against the 
out-of-state corporation. 

In support of the position that their 
legislators have taken, state tax authori- 
ties, in addition to the Brown-Foreman 
case and the 1959 International Shoe 
case previously noted, are prone to re- 
fer to another one of their favorite cases, 
International Shoe Company v. Wash- 
ington (326 U.S. 310) (1945). Here the 
Supreme Court said that the activities 
which establish the taxpayer’s presence 
in the state provide both the right to 
tax and the right to sue in a personal 
action to recover the tax. In other 
words, this case is authority!3 for the 
legal conciusion that the taxable pres- 
ence in the state carries with it the right 
of the state to create a persona) liability 
against the taxpayer enforceale against 
him generally under comi’y rules and 
not merely a liability wbich could only 
be satisfied by judgmznt and levy on 
taxpayer’s prccrty located within the 
State. 

This is an extremely important point 
in the ultimate ability of the state to 
collect the tax. To have the right merely 
to an empty judgment against an out-of- 
State taxpayer, satisfiable only against 
property located in the state, is a hollow 
victory indeed. But when the court states 
that a right to assess the tax carries with 
it the right to obtain a judgment against 
the taxpayer personally, to be reduced 
to levy on property wherever located, 
this is a real victory for the state, and 
becomes particularly important in the 
so-called “minimum nexus” cases. 


The court’s comments lend constitu- 
tional authority to the comity statutes or 
reciprocity laws, which have been passed 
by some twenty-seven states (at the lat- 
est count).14 And comity means some- 
thing only where a judgment is constitu- 
tionally enforceable personally against 
the out-of-state taxpayer wherever the 
state may find him, and against his 
property wherever located. Without this 
legal weapon, comity would mean little 
or nothing, as far as an out-of-state tax- 
payer was concerned. 


Kleitch case 


For many years the question of wheth- 
er one state must enforce the revenue 
laws of another has been troublesome. 
As early as 1734 in England the answer 
had been in the negative. But in 1935 
the U. S. Supreme Court in Milwaukee 
County v. M. E. White Co. (296 U.S. 
268—1935) said that Article IV of the 
U. S. Constitution (the full faith and 
credit article) requires that the Federal 
court sustain an action where first the 
state has obtained a judgment for taxes 
on the merits in the taxing state; such 
judgment may be sued upon in the Fed- 
eral courts.15 But full proof in that case 
of the law and the facts must be made 
by the state all over again in the second 
suit. Following the uncertainties in the 
1930’s and the White case, the states be- 
gan to pass their own reciprocal statutes, 
providing generally that their courts 
must hear actions for the enforcement of 
tax claims of another state if the taxing 
state’s law similarly provides. 

Even under the comity laws unless the 
tax claim stems from a situation like the 
Kleitch case about which I shall com- 
ment in detail in a moment, it is neces- 
sary for the taxing state to prove its 
case, which could mean proving the exis- 
tence of its taxing law and authority of 
its assessing officials. While the comity 
statute as such does not go as far as this 
Kleitch case, it does remove the possi- 
bility that another state’s courts would 
refuse to recognize a tax suit of a sister 
State. 

In addition to this constitutional sup- 
port, the reciprocity laws have received 
another strong boost in the recent case 
of Ohio Department of Taxation v. 
Kleitch Bros., Inc. (357 Mich. 504, or 98 
N.W. 2d 636.) (Michigan Supreme 


Court, October 13, 1959).1® The State of 
Michigan, in its circuit court, enter- 
tained a case for the Ohio Department 
of Taxation based upon a judgment ob- 
tained first in Ohio. Under the comity 
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laws the Michigan courts, circuit and 
Supreme, gave full faith and credit to 
the Ohio judgment, and held against the 
taxpayer. Here the taxpayer routinely 
neglected to pay an Ohio use tax and 
had totally ignored the administrative 
proceedings culminating in this Ohio 
judgment. The taxpayer was a Michigan 
corporation hauling goods by truck 
through Ohio. The corporation ignored 
an assessment notice sent to the Ohio 
Secretary of State as the statutory agent 
and to the corporation’s home office in 
Michigan. Judgment was entered by de- 
fault in a county court of Ohio, without 
notice and without a hearing. This judg- 
ment was then sued upon in Michigan, 
where service could be had on the cor- 
poration. This was defendant’s first ap- 


pearance in court. The lower court sus- 
tained Ohio and likewise did the Mich- 
igan Supreme Court, on the grounds 
that due process requirements had been 
satisfied by the Ohio procedure of which 
defendant had failed to take advantage. 
No appeal was taken from the Michigan 
high court.) 

In short, this case stands for the pro- 
position that under proper statutory au- 
thority in the taxing state, a court order 
of that state upholding an uncontested 
ussessment can be enforced in another 

ate without a trial on the merits, where 

law of the taxing state requires a 
non-resident taxpayer to pursue his ad- 
ministrative remedies in the taxing state. 
[he taxpayer in this case never had a 
judicial hearing in Ohio on the merits 
and a chance to disprove Ohio’s case, 
that is, he lost his chance to do this by 
his own neglect in Ohio; in Michigan 
it was too late. So we see that “mini- 
mum-nexus” out-of-state corporations 
cannot safely afford to ignore local assess- 
ment procedures on the theory that the 
tate can never collect because taxpayer 
has no property in the state, unless first 
the taxpayer checks into the local law to 
uncover a “Kleitch-type” statute. 

It appears to me that, while this case 
goes a long way, due process require- 
ments would not permit this result in 
every instance. The statute of the taxing 
tailored to it 
and a truck use tax law is peculiarly 


state would have to be 


irmco Steel Corporation 
Court 1959). 

Armco Steel Corporation, 359 Mich. 430 (1960). 
Strecker, Richard Lloyd, 23 U. of Cincinnati 
Law Rev. 135 (1954). 

‘ Alabama, Alaska, Arkansas, California, Georgia, 
Hawaii, Indiana, Kansas, Kentucky, Louisiana, 
Maine, Maryland, Michigan, Minnesota, Missis- 
sippi, New Hampshire, North Carolina, North 
Dakota, Ohio, Oklahoma, Oregon, South Dakota, 


(Michigan Circuit 


adapted to this approach where an in- 
come tax law might not be. For exam- 
ple, Kleitch applied for a highway use 
tax permit and actually travelled over 
Ohio’s roads, thus submitting to Ohio 
jurisdiction. I doubt that a parallel sit- 
uation would result from a disputed and 
alleged gainful activity set of circum- 
stances where the taxpayer had not oth- 
erwise voluntarily qualified, for in- 
Stance, as a foreign corporation for 
qualification purposes. But caution still 
must be the watchword with the Kleitch 
case in the record. 

All states are stepping up enforcement 
action. Lowenstein, a New 
York attorney, refers to heightened col- 
lection activity by Georgia, Florida, 
Pennsylvania, Arizona and Utah, parti- 
cularly in the use tax area in a recent 
article (14 JTAX 282, May, 1961). 

The remaining aspect of enforcement 
deals with efforts of the taxpayer to ob- 
tain refunds by court action brought by 
an out-of-state business or to resist a de- 
ficiency assessment. The eleventh amend- 
ment to the U. S. Constitution prohibits 
Federal original jurisdiction over suits 
against a state by citizens of another 
state; also, to be removable from a state 
court, the action must be which 
could have been brought in a Federal 
court in the first instance, even though 
a Federal question might be involved. 
Refund suits are likely therefore to be 
limited to the courts of the taxing state, 
as are deficiency issues, as far as original 
jurisdiction is concerned, regardless of 
whether PL 86-272 is involved or not. 
In any event the U. S. Supreme Court 
may be the ultimate resort, if it consents 
to hear the case. 


Seymour 


one 


Recent cases 
Taxpaying out-of-state corporations 
have generally not fared too well in the 
past several months. Minnesota, for ex- 
ample, succeeded in apportioning sales 
to it on the basis of sales effort expend- 
ed within the state, even though these 
sales included sales made by the tax- 
payer’s Minneapolis branch throughout 
all of three states and a part of four 
others, and regardless of whether or not 
the orders were physically processed 
Tennessee, Virginia, Washington, West Virginia, 
Wisconsin (CCH—State Tax Guide—page 155). 
15 See also CCH State Tax Cases Reporter, page 
208. 
16 For a full discussion see JTAX, Vol. 13, page 
215 (October, 1960). 
17 Kohler Co., Minnesota Board of Tax Appeals, 
August 23, 1960. 
18 Clairmont Mills, Inc. v. New York, N. Y. Su- 
preme Court, Appellate Division, Nov. 4, 1960. 
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through the 
(Kohler Co.).17 

New York (Clairmont Mills),18 Geor- 
gia (Tom Huston Peanut Co.),19 and 
Wisconsin (Blatz Brewing Co.)2° all suc- 
cessfully prevented local manufacturers 
from apportioning income both out and 
in the state, even though the facts, if the 
situations reversed, would have 
placed the taxpayers in the anomalous 
position of having to defend against an 
allegation of having gainful activity in 
the state. These states all denied out-of- 
State status to the taxpayer and hence 
taxed all income locally without appor- 
tionment. This bit of “reverse English” 
on the International Shoe case and the 
Brown-Foreman case appears to me to 
have been somewhat influenced by rev- 
enue considerations, to say the least. 
Minnesota also won its case against the 
Walgreen Co.*1 and upheld its appor- 
tionment formula, even though separate 
accounting would have resulted in less 
tax. The U. S. Supreme Court has re- 
cently dismissed the company’s appeal. 

Along enforcement lines Ohio won its 
case against S. S. Kresge Company,?2 
when the U. S. Supreme Court dismissed 
taxpayer's appeal. The Ohio Supreme 
Court had upheld a sales tax assessment 
based on a test check in the absence of 
adequate vendor’s records. 

The Armco case (appeal dismissed by 
the U. Court) and the 
Kleitch case, both won by the states, 


Minneapolis sales office 


were 


S. Supreme 


have been previously commented upon. 

All in all, while taxpayers in interstate 
commerce have been active on tax de- 
fense, the states on the offensive have 
had much the better of it 
months. 


in recent 


One case which though it did not 
deal with taxes has attracted a good 
deal of attention from tax men has just 
been decided by the U. S. Supreme 
Court. It is Eli Lilly & Co. v. Sav-on- 
Drugs.*° Lilly, an Indiana corporation, 
maintained an office in New Jersey 
staffed by men who promoted sales of 
its drugs by calls on doctors, hospitals, 
and retailers. Lilly sought to enforce 
its fair-trade with Sav-on- 
Drugs but the local court dismissed the 
suit on the ground that Lilly had not 


agreement 


19 Oxford v. Tom Huston Peanut Company, Geor- 
gia Court of Appeals (1960). 

20 Wisconsin Dept. of Taxation v. Blatz Brewing 
Co., Wisconsin Supreme Court, March 7, 1961. 

21 Walgreen Company, appeal dismissed by U.S. 
Supreme Court (1961). 

25S. S. Kresge Company v. Bowers, appeal dis- 
missed by U.S. Supreme Court on Feb. 27, 1961. 
% Eli Lilly & Co. v. Sav-on Drugs, Inc., 31 N.J. 
591 (1960). 
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qualified to do business in New Jersey. 
The New Jersey court based its de- 
cision on Northwestern saying that if a 
Lilly, as 
surely it 


state could impose tax on 


Northwestern showed, then 
could require qualification. The major- 
ity of the Supreme Court upheld the 
New Jersey court on the ground that 
Lilly’s actions were clearly intrastate. 
This of activities 
which require qualification will make 


widening concept 
many businesses consider it prudent to 
qualify when the question might be 
somewhat unclear. Qualification usually 
subjects the out-of-state corporation to 
franchise taxes and other fees not in- 
curred otherwise. 

On the statutory front the states con- 
tinue to tighten up their tax laws. Page 
L. Ingraham, Director of Research, The 
Council of State Governments, tells me 
that three states, North Carolina, South 
Carolina, and Virginia, have legislated 
to bring their tax laws into substantial 
conformity with the proposed Uniform 
Division of Income for Tax Purposes 
Act, sponsored by the National Confer- 
ence of Commissioners on Uniform State 
Laws. (Ingraham, 1/20/61).24 However, 
eighteen other income-taxing states by 
tax formulas 
stantially similar to the uniform pro- 


now operate under sub- 
posal. 
On the Washington scene two areas 
are of interest: 
1. PL 86-272 
provide that, 


has been amended to 


instead of just income 
taxes, Congress shall study all state and 
local taxes affecting interstate commerce. 
(H.R. 4363, amending Section 201 of 
PL 86-272). 

2. Four bills are currently in the Con- 
gressional hopper to overcome Scripto: 

a. H.R. 1148 and H.R. 3055 
enact a new law to curb Scripto where 


would 


solicitation only takes place in the state. 
b. S.B. 581 H.R. 

PL 86 to cover 

well as income taxes. 

shall the 


progress, if any, of these projects. The 


and 2557 would 


979 


amend 272 use taxes as 


Again, we have to watch 
study by July 1, 
PL 86-272, 


date. Frankly, I am not too optimistic 


1962, as provided in 
has made slight progress to 


of the outcome. An amendment to out- 
law Scripto would have more practical 
effect, but your guess is as good as mine 
as to when this bill will be passed. 

My advice is to live with Scripto in 
the meantime and plan accordingly. 

Looking ahead, we may be sure that 
state revenue needs will continue to in- 
*% Letter to the author dated Jan. 20, 1961. 


December 1961 


crease, as will the state and local tax 
load. Lawyers and accountants will be 
ever more occupied with state revenue 
issues. Problems of tax jurisdiction will 
plague more and more out-of-state cor- 
porations, as the states step up enforce- 
ment campaigns, both to ferret out more 
out-of-state taxpayers and 
more from these corporations after juris- 
diction over them has been established, 
voluntarily or by litigation. The out-of- 
state taxpayer, on the other hand, will 
more ‘and more find it to his advantage 
to fight back, to make the state prove its 
case. No longer will it be wise to ignore 
an assessment, on the theory that “they 
can’t do this to me”, because they can. ° 


to collect 


Hearings planned for 
December on state taxes 

on interstate income 

Tue House Judiciary Committee’s Spe- 
cial Subcommittee on State Taxation of 
Interstate Commerce is going to begin 
hearings on December 4 on the effect of 


state income taxes on multistate busi- 
ness. This subcommittee (headed by 
Representative Edwin E. Willis of 


Louisiana) has published a list of the 
topics it intends to cover and has asked 
that those who appear confine them- 
factual information. The 
Judiciary Committee was ordered by 
Public Law 86-272 and Public Law 87- 
17 to study income and sales and use 


selves to 


taxation by states as it affects interstate 
commerce and to report to Congress by 
July 1, 


of tax lawyers, economists and state tax 


1962. A 10-man advisory group 


officials was appointed recently to aid 
the subcommittee. 

The December hearings will be con- 
cerned with the effect upon multistate 
manufacturing and mercantile corpora- 
tions of state and local taxes on or 
measured by net income. It is antici- 
pated that additional hearings will be 
held in the future to hear testimony 
bearing on other classes of business and 


other types of state and local taxation. 


Problems to be covered 

Topics to be discussed at the hearings 
into 
Group I deals with the problems of tax- 
payers, Group II with those of tax 
administrators. 


have been divided two groups; 


Group I—Taxpayer problems 

1. The particular items of expense to 
other than the taxes 
selves, which result from the necessity of 


business, them- 


complying with state and local income 
tax laws. In this connection, the sub: 
committee is interested in hearing testi- 
mony as to the relative importance of 
the various expense items which con- 
tribute to the cost of tax compliance; as 
to the particular types of records which 
must be kept for the purposes of com- 
plying with state and local tax laws but 
which main- 
tained; and as to other specific items of 
expense. 

2. The effect of the present system of 
state and local 


would not otherwise be 


income taxation 


upon 
business decisions governing interstate 
operations. 

8. The effect of P.L. 86-272. This 


statute was enacted in 1959 to protect 
from state tax liability a business which 
does no more than solicit orders within 
the taxing state. The subcommittee 
would like to ascertain the extent to 
which P.L. 86-272 has been effective in 
reducing compliance costs and in mini- 
mizing uncertainty as to tax liability. 
Details of items of compliance expense 
which may have been eliminated 
P.L. 86-272 would be very useful, as 
would information about aspects of P.L. 
86-272 which have given rise to litiga- 
tion or have otherwise been found am- 


by 


biguous. The subcommittee is also in- 
terested in areas where P.L. 86-272 fails 
to protect business minimally connected 
with a state from taxation by that state. 

4. The extent to which existing varia- 
tions in state rules for allocation and 
apportionment of income in fact result 
in overlapping taxation. 

5. The extent to which allocation and 
apportionment rules now in use in the 
various states have been found to oper- 
ate inequitably as applied to particular 
businesses. The subcommittee is also in- 
terested in learning about the types of 
cases in which a business has been al- 
lowed or required to deviate from statu- 
tory formulas or to use separate account- 
ing. 

6. The extent to which the present 
system of state and local taxation creates 
uncertainty the 
existence or extent of tax liability, and 


avoidable regarding 
the particular features of the system 
which give rise to such uncertainty. 
Group I1—Administrators’ problems 

1. The actual effect of P.L. 86-272 on 
state and local revenues. It is urged that 
the basis for any estimates of revenue 


losses be spelled out in some detail. 
2. The actual effect of P.L. 86-272 in 
protecting from tax liability a business 
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which has more than minimal contacts 
with the state. Specific examples will be 
useful. The subcommittee also wants to 
learn of disputes which may have arisen 
over the application of P.L. 86-272. 

3. The probable effect upon state and 
P.L. 86-272 were 
smended to permit taxation of corpora- 
which would 


local revenues if 


tions otherwise be pro- 
tected by P.L. 86-272 where the corpora- 


tion’s sales into the state are $100,000 a 


- New state & 


year or more. (If this information is 
more readily available in terms of an- 
other amount or amounts, you may in- 
stead use those figures.) 

4. The 


have 


which administra- 
authorized variations 


extent to 
tors from 
statutory allocation and apportionment 
The inter- 
ested in learning about the standards 
used by 


rules. subcommittee is also 
administrators in exercising 
their discretion to permit variations. * 


local decisions 





Lumber company’s use of boards is re- 
tail sale. The Alabama sales tax statute 
provided that the term retail sale shall 
include the withdrawal, use or consump- 
tion of any property by anyone who pur- 
chases it at wholesale, except property 
which enters into products manufac- 
ured for sale and not for the personal 
use of any person so withdrawing, using 
x consuming it. Taxpayer, a manufac- 
turer of lumber and lumber products, 
used as raw materials both its own logs 
ind logs purchased from others. It ob- 
jected to payment of the tax on finished 
products it used itself for repairs, main- 
enance, and improvement of its own 


facilities from its own stockpiles. The 


yurt rejects its contention that the 
statute treats as sold at retail only prop- 
rty used in the same form it was in 


vhen purchased at wholesale. The court 
lso holds that the lumber in question 
is not within the quoted exception 
since it was used by the persons with- 
lrawing it. Finally, the court holds that 

is irrelevant that taxpayer has shown 
that only a small percentage of its logs 
vere purchased at wholesale (rather than 


it from lands under its control), since 
that 


has not shown the lumber in 


juestion was from 


Miller Mill Co., 


not manufactured 
yurchased logs. T. R. 
Sp. Ct. Ala., 5/11/61. 


Out-of-state sales tax allowed as credit 
against use tax on car. Taxpayer, while 

resident of Michigan, bought an auto- 
1\obile in that state and paid sales tax 
m it. He later moved to Kentucky. The 
Kentucky use tax statute grants a credit 
been 
iid in other states. This court holds that 


or sales or use taxes that have 


hat exclusion applies despite the repeal 


£ a former specific exemption for 


motor vehicles owned by a person bona 


fide domiciled in another state and used 
ind licensed in that state by the owner 
luring the same or immediately preced- 


ing license period.” Although the court 
finds the statutes are ambiguous, it rules 
in favor of taxpayer because “A con- 


struction of a statute which avoids 
double taxation in any form is favored.” 


George, Ct. Appls., Ky. 4/21/61. 


Comparison of total of tax burdens de- 
termines applicability of retalitory tax. 
If any state imposes “any taxes, fines, 
penalties, license fees, deposits of money, 
securities, or other obligations or prohi- 
bitions” on Ohio insurance companies, 
the statutes of Ohio authorize the im- 
position of “the same obligations and 
prohibitions” on insurance companies 
of that state doing business in Ohio. Be- 
cause Pennsylvania collects a $3 annual 
license fee Ohio insurance com- 
panies for each agent they have there, 
the Ohio superintendent of insurance 
sought to collect a like amount from 
Pennsylvania insurance companies al- 
though the normal Ohio rate is $2. Tax- 
Pennsylvania 


from 


payers, insurance com- 
panies, resisted payment of the addi- 
tional amount on the ground that the 


Ohio tax on premiums was 214% 


where- 
as the like Pennsylvania was only 2% 
As to all taxpayers but one, the addi- 
tional 14% of premiums far exceeded 
the demanded difference in the license 
fees. This court holds that retaliation is 
not justified merely because the cor- 
responding out-of-state obligation is 
higher; it must appear that the out-of- 
state tax burden is greater in the aggre- 
gate. The court also holds that license 
fees must be aggregated with other taxes, 
even though mentioned separately in 
the statute (“it is really elementary that 
a license fee is a tax”) and even though 
not all the categories itemized are cap- 
able of such aggregation (“the fact that 
some items cannot be aggregated is no 
argument against aggregating those that 
can”). As to the one taxpayer whose 
total taxes would be higher in Pennsy]l- 
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vania, the court holds that the superin- 
tendent may collect additional license 
fees sufficient to make up the difference. 
In passing upon various contentions of 
this taxpayer, the court rules that cost 
of required advertising should not be 
considered a tax although fees charges 
for required recording should be so con- 
sidered. Indemnity Ins. Co., Ohio Sp. 
Ct., 4/26/61. 


Cost of stamps for gifts not excludible 
from sales tax base as discount. The 
Iowa sales tax statute, which imposes a 
tax on gross receipts, provides that “dis- 
counts for 


any allowed and 


taken on sales shall not be included.” 


purpose 


Taxpayer, a retailer, subscribed to the 
services or Sperry & Hutchinson Co. 
Under their contract SkH provided tax- 
payer with “green stamps,” which tax- 
payer distributed to its customers upon 
receipt of prompt cash payment. S&H 
redeemed these stamps in merchandise. 
S&H also agreed to provide other serv- 
ices, including supplying signs advertis- 
ing the fact that taxpayer had adopted 
the green stamp system. Taxpayer sought 
to deduct from its sales tax base the cost 


TAX AIDS 


are time-saving, money-saving 
and convenient forms for filing 
1961 income tax returns 


Tax calendar—time and expense reports—tax 
envelopes — petty cash vouchers — and other 
useful office and accounting forms. 


HEAR THIS — Each year, more and more tax 
men, accountants and office managers learn 
of the time-saving, money-saving advantages 
of TAX AIDS forms. Why not 
advantages to your benefit? 


turn these 


Tax men attach TAX AIDS forms to govern- 
forms while other TAX 
AIDS forms, for example, verification and 


ment income tax 


bank reconciliation forms, etc., are used to 
advantage by accountants (both public and 
private) and office managers. 

A sample kit—with all these fine forms—is 
available. It’s free and seeing is believing. 
Write now: 


TAX AIDS, INC. 


P.O. BOX 5294 NEW ORLEANS, LA. 
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to it of green stamps furnished to cus- 
tomers. This court holds that the deduc- 
tion is not allowable, “apparently [tax- 
payer] received from its customers the 
full price of its merchandise plus sales 
tax thereon. There seems no good rea- 
son why it should not pay over to the 
state the tax it collected. The sales tax 
statutes concerned with what 


are not 


the retailer parts with in return for 
what he is paid. No deduction from 
gross receipts is aliowed for the cost of 
something the retailer gives his cus- 
tomer as a bonus or premium in addi- 
tion to the goods for which the cus- 
Ct. 


tomer pays.” 


5/2/61. 


Benner Tea Co., Sp. 
Iowa, 


Amateur theatrical workshop exempt 
from sales tax as educational institution. 
Taxpayer theatrical 


presents produc- 


tions, play readings, children’s classes 


workshops and demonstrations, chil- 
dren’s productions and lectures in the 
field of theater. In all these phases, there 
is no limitation on public participation. 
Admission is charged for productions 
and tuition is charged for certain of the 
classes. Members pay a small annual fee 
and are admitted to all plays free of 
charge. The Iowa statutes impose a tax 
on “all sales of tickets or admissions to 
amusement,” but 


places of exempts 


“gross receipts . . . from educational, re- 


ligious, or charitable activities, where 
the entire net proceeds therefrom are 
expended for educational, religious, or 
charitable purposes.” This court holds 
that taxpayer is not exempt as chari- 
table, but that it is exempt as educa- 
tional. The court rules that exemption 
is not lost because the members enjoy 
The 


formally organized school curriculum is 


themselves. court also holds that a 
not essential to an educational exemp- 
tion. Community Drama Ass'n, Sp. Ct. 
Iowa, 5/2/61. 

Credit against county tax for similar tax 
paid to city The 


statutes authorize counties of 


held constitutional. 
Kentucky 
a certain size to impose occupational 
license taxes. They also provide that 
“Any amount paid to any city of the 
first class within such county as a license 
fee, for the same privilege and for the 
same period, shall be credited against 
the county license fee payable here- 
under.” There are additional provisions 
authorizing credits wih respect to similar 
taxes paid to smaller cities, provided 
such smaller cities have agreed to make 


proportional contributions to support 
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county agencies. The tax was cha lenged 
on the ground that the credit provisions 
deprived it of uniformity. Although it 
indicates that an exemption might have 
been unconstitutional as not meeting 
the test or geographical uniformity, this 
court holds that a credit is a proper 
method of avoiding double taxation, 
saying: “an exemption completely ab- 
solves a potential taxpayer from any 
liability for or responsibility concern- 
ing the tax whatsoever. A tax credit, on 
the other hand, relieves the taxpayer 
from direct payment of all or a portion 
of the particular tax on the theory that 
it has been satisfied by some other 
method. The taxpayer is not excused 
from liability of a county tax in any 
way, but he is relieved of payment there- 
of in the amount he has paid a city for 
a like tax for that period... . / A credit 
against one by payment of the other 
assures an equal payment by all tax- 
payers not amount to an 
exemption from taxation.” Kupper, Sp. 
Ct. Ky., 5/5/61. 


and does 


Use of auditorium for trade fairs, etc., 
is for public purposes. The Cleveland 
Auditorium exhibition hall is 
owned by the city and is staffed and 


and 


supervised in all its uses by municipal 
employees and officials. Among its other 
uses, is rental by the city to private 
groups for trade shows, conventions, 
dances, graduations, religious meetings, 
luncheons, and so on. The city sustains 
substantial losses on such hirings. This 
court holds that the building is exempt 
from property tax under the provision 
exempting “public property used exclu- 
sively for a public purpose.” The basis 
of the holding is the court’s view that 
“trade shows and conventions, although 
not open to the public generally, never- 
theless provide a benefit to the city as 
a whole. Hotels, restaurants, department 
stores, night clubs and other businesses 
and 
therewith as employees profit indirectly 


profit directly others connected 
from the presence of such events in a 
city. Similarly, shows and musical en- 
tertainments, as well as meetings 
and graduation and religious gatherings 
. make for a more enlightened hap- 
pier citizenry. The court also holds that 
use of a portion of the premises as a 
public parking garage when not needed 
for exhibition purposes is “insufficient 
to destroy the tax-exempt character of 
a facility which in the main is used 
exclusively for a public purpose.” City 
of Cleveland, Sp. Ct. Ohio, 4/26/61. 


Foreign airplanes in international com- 
merce are immune from state taxation. 
In 1854 the United States Supreme 
Court ruled that a state could not tax 
an ocean-going vessel owned and regis- 
tered in another state and having its 
home port in another state. The Court 
ruled that only the home state could 
impose a property tax, regardless of the 
regularity or frequency of the vessel's 
presence in other states. In 1870 the 
Court held that this “home port” doc- 
trine applied equally to vessels in inter- 
state commerce even though not ocean- 
going. In 1890 the Court ruled that the 
doctrine did not apply to railroad roll- 
ing stock. It was held that such stock 
could acquire a tax situs in more than 
one state, and that all such states could 
impose property taxes so long as they 
were properly apportioned to avoid 
double taxation. In 1944 the U. S. high 
Court held the home state could impose 
a full ad valorem on airplanes used in 
interstate commerce, and declined to 
consider the possibility of taxation by 
other states. In 1948 the same Court de- 
parted from its earlier position and 
ruled that vessels engaged exclusively in 
interstate inland routes 
were subject to the same rules as was 
railroad rolling stock, i.e. taxation by 
more than one state on an apportioned 


commerce on 


basis. The opinion sp:cifically recited: 
“We do the question of 
taxability of ocean carriage but confine 
our decision to transportation on inland 
waters.” In 1952 the Court resolved 
some of the doubt created by its 1944 
decision. It said that the rule that per- 
mitted taxation by non-domiciliary states 
precluded full taxation by the home 
state. In 1954 it ruled that airplanes 
used in 


not reach 


interstate Commerce were tax- 
able on an apportioned basis. In 1956 
the California Supreme Court held that 
the state could not levy a full tax on 
an interstate airplane even though it 
was domiciled within the state. In 1958 
the California court held that Ameri- 
can-owned airplanes used in 
commerce and domiciled in California 
were not subject to full taxation by that 
state. The “home port” doctrine was not 
discussed. That Court holds that 
the doctrine retains validity, at least as 


foreign 


now 
to transportation instrumentalities — 
whether ships or planes—engaged in 
foreign commerce. It holds, therefore, 
that California may not tax foreign air- 
planes, engaged in such commerce, even 
on an apportioned basis. “[A]ny instru- 
mentality which engages in commerce 
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between two or more sovereign nations 
must have but one taxable situs.” The 
Court declares that such a rule is neces- 
sary to prevent double taxation, since 
apportionment is workable only where 
the taxing powers are subject to a single 
arbiter. The decision is placed solely on 
constitutional grounds; the Court rules 
that Congress has not pre-empted the 
field. The Court also holds, as an in- 
dependent ground, that the taxes are 
barred by the terms of the U. S. treaty 
with Sweden. It follows, the Court says, 
that the tax may not be imposed upon 
the airplanes of any foreign country 
since “no individual state has power to 
discriminate between foreign nations.” 
Scandinavian Airlines System, Inc., Sp. 
Ct. Calif., 5/29/61. 


Contractor liable for severance tax on 
timber cut on U. S. land. New Hamp- 
hire imposes a tax upon the severance 
timber from the realty. Taxpayer 
is a contractor who had agreed to 
ear lands belonging to the U. S. Gov- 
rnment. His contract provided that 
merchantable timber shall become the 
roperty of the contractor and shall be 
emoved from the site or may be burned 
his option.” This court rejects tax- 
yer’s contention that the timber was 
property of the United States at the 
of cutting and therefore immune 
from state taxation. The court holds 
t the tax is not a property tax, that 
is levied on the contractor and not 
United States, and that the effect on 
U. S. is too indirect and remote to 
ilidate the tax. Campanella & Cardi 
nstr. Co., Sp. Ct. N.H., 3/20/61. 


Television amplifiers exempt from use 
ax. Alabama exempts from its use tax 
iachines used in . . . processing . . 
ngible personal property.” In_ that 
ite it is settled that electricity is such 
yperty. Taxpayer, an operator of 
wer amplifiers used in_ telecasting, 
med the benefit of the exemption. 
court agrees that power amplifiers 
machines for processing electricity. 
ilso rejects the contention that the 
cessing must be for purposes of sale 
the tangible personal property. The 
vision Corp., Ala. Sp. Ct., 3/2/61. 


Sale of lumber to building contractor 
retail sale. The Illinois retail sales 
ute reaches a “transfer of ownership 
or title to, tangible personal prop- 
ty to a purchaser, for use or consump- 

and not for resale in any form as 
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tangible personal property.” Taxpayer erty has been transformed by the process 
sold building materials to real-estate de- of building, and in every sense con- 
velopers and speculative builders. This templated by the act it is used or con- 
court holds that such transfers are re- sumed in the process of construction or 
tail sales within the statute. The ma- fabrication.” The court rejects the 
terials “are not transferred to the home- argument that only the ultimate user 
owner in any form as tangible personal or consumer is referred to, regardless 
property when the house is subsequently of whether the materials retain their 
sold. The sale of materials to the identity as personalty, for under that 
builder, therefore, is not for resale in interpretation no sale of such materials 
any form as tangible personal prop- would never be taxed. G. S. Lyon & 
erty .. .” As to the first part of the Sons Lumber and Mfg. Co., Sp. Ct. IIL, 
quoted provision, “The personal prop- 6/14/61. 
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“TAX PRACTITIONERS’ 


BON Ww. KANTER, 43.D. 


December 1961 





This is an informal exchange of ideas, questions, 


and comments arising in 


everyday tax practice. Readers are invited to write to the editors: Theodore 


Berger, 120 South LaSalle Street, 


South LaSalle Street, Chicago 4, Illinois. 


New Centennial-type mutual 
fund forms without ruling 


IN PAST COLUMNS of the Journal (March, 
1961 and July, 
formation of new mutual funds through 


1961)) we discussed the 


the aggregation of appreciated securities 
and exchange of these securities for 
shares of a new corporation to be op- 
erated as a regulated investment com- 
pany. These funds, popularly known as 
“Centennial” type of funds, have per- 
mitted tax-free diversification of an in- 
dividual’s stock holdings. 

For a period of time, a large number 
of these funds was being formed, in- 
cluding one which was organized with 
something in excess of $150,000,000 in 
value of securities at the outset having 
a cost basis of something less than $14,- 
000,000. 


Service, 


Then the Internal Revenue 
apparently in an effort to put 
a damper on the formation of these 
funds, issued a TIR advising the public 
that it would no longer issue rulings re- 
garding the tax-free character of the 


exchange transaction involved in the 
formation of these funds. 

The Service took this position fully 
rulings that the 


tax-free 


aware that its prior 
transaction was probably re- 
flected the law as it now stands. It did 
so with the express objective of attempt- 
ing to deter the formation of these funds 
and stop the consequent loss of taxes 
which might otherwise have to be paid 
by holders of stocks and securities who 
wished to diversify their holdings and 
‘who could only accomplish this by dis- 
position and reinvestment. 

Ohio Franklin 
is being formed without the 


Now we note that 
Fund, Inc. 
benefit of a ruling from the Internal 
Revenue Service. The tax consequences 
are being set forth on the basis of legal 
opinion of counsel that the proposed 
swap of securities for stock in the new 


fund is a tax-free transaction. Success- 


Chicago 3, Illinois and Burton W. Kanter, 209 


ful formation of this fund will un- 
doubtedly lead brokers and other in- 
vestment advisers to continue forming 
additional funds without obtaining a 
prior ruling for the Internal Revenue 
Service since the full potential of this 
type of fund hardly seems to have been 
tapped as yet. 

One must note, however, 
sioner Mortimer Caplin’s statement in a 
speech before a tax executive group in 
response to a question regarding the 
“Centennial” type of funds to the effect 
that “this type of transaction 


Commis- 


could 
more properly be regarded as a method 
of unduly circumventitng the capital 
gains tax.” This has been considered by 
some as a hint that the Internal Rev- 
enue Service will attempt to challenge 
any newly organized funds on the 
ground that the transaction is not quali- 
fied as one within the intended scope 
of Section 351. We understand that there 
is afoot in the Service and in the Treas- 
ury plans to introduce a bill into Con- 
gress to prevent the tax-free formation 
of these type of funds in the future. The 
Commissioner’s statement, therefore, 
seems to us only further evidence that 
the Internal Revenue Service does not 
like this particular type of transaction, 
but that it recognizes the sound legal 
basis for it under present law and pos- 
sibly intends to press for legislation to 
transaction, 


eliminate the perhaps in 


the extensive tax proposals contem- 
plated by the Administration for intro- 
duction into the next session of Con- 
gress. 

Another development in this area is 
that the SEC is apparently determined 
to keep new funds of the “Centennial” 
type from accepting stock 
presented by insiders. The Westminster 


“control” 


Fund, in the process of closing, has had 
to turn back $70,000,000 worth of such 
shares reducing its assets to $80,000,000 
from the proposed $150,000,000. w 


IRS holds up association 
rulings where corporation 
is general partner 


THE INTERNAL Revenue Service pending 
a policy decision is refusing to issue rul- 
ings as to whether or not a limited part- 
nership constitutes an association tax- 
able as a corporation where the sole gen- 
eral partner is a corporation. 

Under the Regulations it is provided 
that “if a corporation is a general part- 
ner, personal liability exists with re- 
spect to such general partner when the 
corporation has substantial assets (other 
than its interest in the partnership) 
which could be reached by a creditor of 
the limited partnership.” 

It has been widely assumed, therefore, 
that if a corporation had _ substantial 
assets, it could constitute the sole gen- 
eral partner and the limited partner- 
ship would not constitute an association 
taxable as a corporation. It now ap- 
pears that the Service is concerned with 
the possibility that the existence of a 
corporate entity as the sole general part- 
ner in a limited partnership creates a 
situation where there is continuity of 
life even if there is deemed not to be 
limited liability. Under the Regulations, 
the element of continuity of life may 
favor of treating the 
limited partnership as an_ association 


tip the scales 


taxable as a corporation. 

It is possible that the Service is also 
reconsidering the apparent meaning of 
the Regulations to determine whether 
regardless of the value of the assets of 
the general partner corporation, which 
are subject to partnership liabilities, 
there is not still an inherent limitation 
on liability in the case of a corporation 
which goes beyond that of an_ indi- 


wy 


vidual. 


IRS asking new corporations 
to state their fiscal year 
upon organization 


CORPORATIONS may select a fiscal year for 
Federal tax purposes without prior ap- 
proval from the Commissioner. It has 
been common practice upon corporate 
organization to adopt by-laws. stating 
that the corporation’s fiscal year for ac 
counting and bother purposes shall be 
that which is selected by its officers for 
filing the first corporate tax return. 
What then usually happens, as we all 
know, is that the company operates for 
a period of time. Sometime after the 
date selected for filing, but within 214 
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months from that date, the first return 
is filed and the fiscal year selected. The 
advantage obtained is, of course, the 
opportunity to exercise hindsight and 
select a fiscal year which serves to break 
up the income into two periods. 

Whether the Code contemplates this 
type of free selection or intended that 
the corporation, upon beginning opera- 
tions, be able to so freely select its fiscal 
year for annual accounting and tax 
purposes, does not seem to be wholly 
clear. 

However, we have learned that the 
Milwaukee District Director’s office is 
sending out a form letter to newly or- 
ganized corporations shortly after their 
incorporation, stating that information 
has been received as to the filing of 
articles of incorporation and advising 
that all corporations must file annual 
income tax returns. The form is to be 
signed by a corporate officer and _ re- 
turned to the District Director. Among 
the information requested on the form, 
in addition to the name of the company 
and its address, and the exact date of in- 
corporation, is that there be shown “the 
beginning and ending dates’ that have 
been “selected” for the corporation’s 
“annual accounting period (fiscal or 
calendar year).” 

This may indicate a new enforcement 
technique to be followed to force com- 
panies to select their fiscal period upon 
incorporation and at the time of adop- 
tion of by-laws, rather than allowing 
a free selection after waiting to see what 
its operations are for the initial period. 

We do not know whether this is to be 
a nationwide campaign, but it is the first 
time we have observed this type of re- 
quest for information. w 


No dividend credit in 
liquidation treated as 
a recapitalization 


IN THE JUNE COLUMN we indicated that 
rIR 310 confirmed our understanding 
that Revenue Ruling 56-541 was being 
reconsidered by the IRS, but that with 
Revenue Ruling 56-541 still outstanding 
the TIR left matters quite unclear. 

The Service has now revoked Rev- 
enue Ruling 56-541. 

In the old ruling a sale of assets by a 
dissolving corporation to a_ newly 
formed corporation was held to be with- 
in the scope of Section 337 so that gain 
was not recognized despite 45% common 
ownership in the selling and purchasing 
corporations. The new ruling (Revenue 


Ruling 61-156) reverses this holding on 
the bases we previously indicated, i.e., 
that the transaction really constituted a 
recapitalization to be recognized as a 
reorganization under Section 368(a)(1) 
(E) and (F). 

The surprise of the new ruling, how- 
ever, is that instead of treating the cash 
withdrawal by the shareholders of the 
dissolving-selling company as a “boot” 
dividend subject to dividend taxation 
under Section 356(a)(2), the Service 
treats a sale to the public of shares of 
the purchasing corporation as separate 
from the reorganization and the with- 
drawal of funds through the purchase 
price as a dividend under Section 301. 
The most important effect of this is 
that Service policy does not allow the 
credits for dividends received in the 
event of a “boot” dividend whereas it 
does allow such credits (under Section 
34 and 243) in the event of an ordi- 
nary Section 301 dividend. (See August 
1961 column). % 


IRS reconsidering rulings 
on land trusts 


FoR A NUMBER Of years it has been im- 
possible to obtain rulings from the In- 
ternal Revenue Service in situations in- 
volving land trusts, particularly in cases 
involving partnerships and associations 
which might possibly be taxable as a 
corporation. Land trusts are extensively 
used for ho!ding title in Illinois, Florida 
and some other states. 

Apparently as a result of a change in 
personnel in the rulings division of the 
IRS the entire subject of land trusts 
and their status for Federal income tax 
purposes in various contexts is being 
studied and the Service hopes to estab- 
lish bases on which to rule in matters 
involving land trusts. 


Controversy over interpre- 
tation of marital deduction 
formula bequest 


WE HAVE just heard of an interesting 
lawsuit which has been filed between 
the widow and the other beneficiaries of 
an estate arising from an interpretation 
of a marital deduction formula bequest. 

The maximum allowable marital de- 
duction is, of course, 50% of the ad- 
justed gross estate. The term “adjusted 
gross estate” is defined in the Internal 
Revenue Code as meaning the gross 
estate less certain administration ex- 
penses and other deductions. In using 
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a formula bequest in a will to obtain 
the maximum allowable marital deduc- 
tion, it is usual for the draftsman to pro- 
vide a bequest to the widow of 50% 
of the adjusted gross estate reduced by 
any other interests not passing by the 
will, such as insurance proceeds, which 
qualify for the marital deduction. 

In the will construction case to which 
we refer, the draftsman merely provided 
a bequest of the “maximum allowable 
marital deduction (50% of my adjusted 
gross estate).”” He did not include the 
provision reducing the bequest by other 
interests which qualified for the marital 
deduction. 

The adjusted gross estate was $300,- 
000, consisting of $100,000 insurance 
proceeds which passed directly to the 
widow, and $200,000 probate estate. If 
the will is read literally, as the widow 
contends, she would be entitled to a 
full marital deduction of $150,000 (50% 
of $300,000) out of the probate estate, 
in addition to the $100,000 of insurance 
proceeds. This would leave only $50,- 
000 for other beneficiaries under the will. 

The other beneficiaries would read 
the will as providing for only such be- 
quests out of the probate estate as would 
utilize the maximum marital deduction. 
This bequest would be only $50,000, 
leaving $150,000 for the other bene- 
ficiaries. 

The widow’s position may be strong 
because the will does not appear to be 
ambiguous. It provides for a bequest 
to her which can be readily computed. 
However, when you consider generally 
used standard forms for formula _be- 
quests then there is perhaps an indica- 
tion that the testator may have had some- 
thing else in mind. ve 
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This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 


sion of that subject. 


ACCOUNTING—BOOKS 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred w, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 


Wriggins J C & G B Gordon, Repairs 


vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 


taxpayer’s arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 

Change in method or correction of 
error? IRS victory may backfire, 15 
JTAX135, Sep61. 

Con Edison and AAA cases seen as 


landmarks in the law of tax account- 
ing, John F. Costelloe, 15JTAX216, 
Oct. 61. 

Direct costing has been allowed for tax 
purposes but caution in making shift 


is urged, by Frank L. Traver, 15 
JTAX260, Nov61. 
Gross distortion by claim-of-right ac- 


crual seen in new Tax Court docket, 


15JTAX134, Sep61. 

How Sections 1305, 1341, modify claim 
of right rules, particularly in oil dis- 
putes, Godfrey William Welsch, 15 
JTAX130, Sep61. 

IRS drive on improper inventory prac- 
tice foreseen; consistency best de- 
fense, Nicholas T. DeLeoleos, 15JTAX 


22, Julyél. 

IRS seen as likely to permit 
accounting for 
by Henry B 
Nové61l. 

Lease or purchase? Courts more sympa- 
thetic to taxpayer than IRS ;rules con- 
fused, William J. Schwanbeck, 15 
JTAX113, Augé6l. 


COMPENSATION—BOOKS 
Gordon G B, 


installment 
revolving credit sales, 
Jordan, 15JTAX258, 


Profit Sharing in Business 


and Estate Planning. A _ study of 
profit-sharing from the viewpoint of 
employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 
Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
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phia, 1957) 148pp, $3.00. 


COMPENSATION—ARTICLES 


Berckmans opens attractive vistas for 
compensating underwriters, Richard 
M. Meyer, 15JTAX19, July61. 

Charities get less than 1% of firms’ 
pretax income, 15JTAX99, Aug.61. 

Chrysler case shows safe way to carry 
insurance on retired employees, by 
I. Jerome O’Connor, 15JTAX224, Oct 
61. 

How selective can a pension or profit- 
sharing plan be? A guide to IRS 
policy, R. Sullivan, 15JTAX97, Aug61. 

IRS in 60-31, seen as going beyond 
case law on deferred compensation, 
by Ralph S. Rice, 15JTAX272, Nov61. 


Tax Court says that equipment lease is 
business for employee trust; error 
seen, Alan Prigal, 15JTAX150, Sep61. 


CORPORATIONS—ARTICLES 
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